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Introduction 


Those who cannot remember the past are condemned to repeat it. 


George Santayana! 


The financial crisis of 2007—09 caused the Great Recession, the most severe 
global economic downturn since the Great Depression. The financial crisis 
began with the collapse of the subprime mortgage market in the U.S. in 
2007 and spread to financial markets around the world. Similarly, the 
financial disasters that led to the Great Depression began with the crash of 
October 1929 on Wall Street and swept through the U.S. and much of the 
rest of the world during the early 1930s.* 

This book demonstrates that universal banks played leading roles in 
causing the financial crises that led to the Great Depression and the Great 
Recession. Universal banks are large financial conglomerates that engage in 
a broad range of businesses.’ Those businesses include traditional banking 
activities (such as deposit-taking and lending) and nontraditional capital 
markets activities (such as securities underwriting and trading).* 

As described in Chapter 1, universal banks emerged in the U.S. during 
the late nineteenth century. Large commercial banks took advantage of new 
Opportunities to expand into securities underwriting and trading— 
businesses that were previously controlled by private investment banks 
(securities firms). Several leading commercial banks formed universal 
banking organizations and became important participants in U.S. securities 
markets by 1910. Universal banks were highly successful in selling war 
bonds during World War I, and they greatly expanded their securities 
activities after the war. 

During the 1920s, as explained in Chapters 2 and 3, universal banks 
competed aggressively with private investment banks in arranging risky 
domestic and foreign loans. Universal and investment banks packaged those 
loans into bonds, which they sold to investors in America and around the 


world. Universal and investment banks also competed in underwriting and 
selling speculative stocks to American and overseas investors. The intense 
rivalry between universal and investment banks during the 1920s produced 
an unsustainable credit boom and a hazardous stock market bubble. 

Universal and investment banks assumed large risk exposures in the 
securities and real estate markets by making investments and loans that 
supported their securities underwriting and trading operations. As discussed 
in Chapter 4, U.S. securities and real estate markets collapsed after the 
crash of October 1929, inflicting grievous losses on heavily indebted 
borrowers, highly leveraged investors, and overly aggressive banks. The 
plummeting values of securities and real estate after 1929 triggered 
widespread loan defaults, caused steep drops in consumption by households 
and investment by businesses, and destroyed millions of jobs, thereby 
paving the way for the Great Depression. 

As described in Chapter 5, financial upheavals in the U.S. quickly spread 
to Europe and Latin America, where many governments and businesses 
depended on loans from American banks. Universal and investment banks 
financed those loans by selling foreign bonds to American and overseas 
investors during the 1920s. Large-scale transfers of credit from U.S. banks 
and investors to European and Latin American borrowers ended when the 
foreign bond market shut down in 1930. 

The sudden cutoff of credit flows from U.S. banks and investors 
triggered systemic banking crises in Austria, Germany, and other European 
nations. Universal banks dominated the financial systems of most European 
countries, and failures of universal banks precipitated the worst European 
crises. Similarly, a dozen leading U.S. universal banks either failed or 
received bailouts during a series of crises that devastated the U.S. banking 
system between November 1930 and March 1933. Universal banks in the 
U.S. and Europe were highly vulnerable to systemic crises because 
problems in securities markets and the general economy quickly spilled 
over into the investment and loan portfolios of universal banks. 

In contrast, the United Kingdom (U.K.) and Canada did not experience 
systemic banking crises during the Great Depression. The structural 
separation of commercial banks from securities markets in Britain and 
Canada was a major factor that helped to explain why the banking systems 


of both countries were far more resilient during the Great Depression.” 


As described in Chapter 6, Congress responded to the Great Depression 
by passing the Glass-Steagall Banking Act of 1933. The Glass-Steagall Act 
broke up universal banks to prevent a recurrence of the speculative boom- 
and-bust cycle that led to the Great Depression. Banks were forced to divest 
their securities activities, and nonbanks were prohibited from accepting 
deposits. The Glass-Steagall Act also established a new federal deposit 
insurance system, which greatly reduced the threat of bank failures due to 
depositor runs. 

The Glass-Steagall Act made the U.S. financial system more stable and 
less vulnerable to contagion because it protected bank deposits and divided 
the financial system into separate sectors with clearly defined legal 
boundaries. The statute also sought to eliminate the destructive conflicts of 
interest and perverse incentives for excessive risk-taking that universal 
banks displayed during the 1920s, when they sold risky bonds and 
speculative stocks to unsophisticated, poorly informed investors. Glass- 
Steagall’s supporters believed that banks could not act as prudent, objective 
lenders or as impartial investment advisers if they were allowed to 
underwrite and trade in securities (except for government bonds). 

The Glass-Steagall Act and related statutes created a decentralized U.S. 
financial system consisting of three separate, independent, and culturally 
distinct sectors. Commercial banks accepted deposits, made loans, and 
provided trust (wealth management) services to consumers and businesses. 
Securities firms underwrote debt and equity securities, which provided 
longer-term financing to business enterprises. Insurance companies 
protected consumers and businesses from various types of risks in exchange 
for the payment of premiums. 

Glass-Steagall’s system of segmented financial sectors prospered from 
the end of World War II through the 1970s, as explained in Chapter 7. 
During that period, no major financial crisis occurred, even though the 
financial system faced significant challenges from rising inflation rates. An 
important reason for that era’s financial stability was that problems 
occurring in one sector of the financial system were much less likely to 
have contagious spillover effects on other sectors. Regulators could address 
financial disruptions with targeted responses that did not require massive 
bailouts of the entire financial system. In addition, regulators could 
mobilize financial institutions in one sector to help troubled institutions in 


another sector.® 


Despite Glass-Steagall’s successful record, the largest U.S. banks and 
their supporters waged a determined campaign to break down the legal 
barriers that prevented banks from engaging in securities and insurance 
activities. During the 1980s and 1990s, as described in Chapter 7, federal 
agencies and courts issued rulings that opened loopholes in Glass-Steagall’s 
barriers. Large U.S. banks used those rulings to conduct a widening array of 
securities and insurance activities. Conversely, the biggest securities firms 
became “shadow banks,” as regulators allowed them to offer short-term 
financial instruments, including money market mutual funds and securities 
repurchase agreements (repos). As a practical matter, those financial 
instruments allowed holders to obtain repayment at par (100% of the 
amount invested) on demand and thus functioned as deposit substitutes. 

As discussed in Chapter 8, the largest U.S. banks persuaded Congress to 
repeal Glass-Steagall’s core provisions in 1999. The repeal of Glass- 
Steagall allowed banks to establish full-scale affiliations with securities 
firms and insurance companies. Big U.S. banks quickly reorganized 
themselves as universal banks. The U.K and the European Union (EU) also 
deregulated their financial sectors during the 1980s and 1990s. By 2000, 
universal banks dominated financial markets in the U.S., U.K., and EU. 

As explained in Chapters 9 and 10, universal banks played leading roles 
in the toxic subprime lending boom, which occurred on both sides of the 
Atlantic and led to the financial crisis of 2007-09. Universal banks 
packaged trillions of dollars of high-risk mortgages into mortgage-backed 
securities, which were sold as purportedly “safe” investments to investors 
around the world. The five largest U.S. securities firms were also major 
participants in the surge of subprime lending and securitization. Big 
securities firms became de facto universal banks as they relied on short- 
term deposit substitutes to fund a growing share of their activities. 

The subprime lending and securitization boom of the 2000s displayed 
many of the conflicts of interest and excessive risk-taking that characterized 
the credit boom and stock market bubble of the 1920s. The “assembly line” 
that packaged subprime mortgages into mortgage-backed securities 
included multiple participants, such as loan brokers, lending institutions, 
loan servicers, securities underwriters, credit ratings agencies, and issuers 
of financial guarantees. All of those participants received lucrative fees, 
which encouraged them to disregard the long-term risks of subprime 
mortgages and related securities. Universal banks displayed the most 


pervasive conflicts of interest because they vertically integrated the 
subprime assembly line to create a unified “soup-to-nuts” process. That 
highly integrated process allowed universal banks to fulfill multiple roles in 
the subprime assembly line and to generate the highest possible revenues. 

Universal banks paid large fees to induce credit ratings agencies and 
financial guarantors to ignore their customary standards for evaluating risk. 
The subprime assembly line created a system of “Ponzi finance” that relied 
on a continuing stream of credit from lenders and investors to finance ever- 
growing volumes of subprime mortgages. In turn, that flow of credit 
depended on the deeply flawed assumption that U.S. housing prices would 
keep rising, thereby allowing subprime borrowers to refinance their 
mortgages and avoid defaults. 

The flow of credit into subprime mortgages shut down in 2007, when 
U.S. housing prices began to fall. As described in Chapter 10, the collapse 
of the subprime mortgage market triggered a wave of defaults by subprime 
borrowers. Those defaults inflicted huge losses on universal banks, 
securities firms, and other financial institutions that held large exposures to 
subprime mortgages and related securities. The demise of the subprime 
mortgage market precipitated systemic financial and economic crises on 
both sides of the Atlantic. The boom-and-bust cycle of the 2000s bore a 
striking and disturbing resemblance to the destructive cycle of the 1920s 
and early 1930s. Universal banks played leading roles in both cycles, and 
they were at the epicenter of the calamities that followed. 

As explained in Chapter 11, the U.S., U.K., and EU adopted enormous 
bailout programs to prevent the Great Recession from becoming a second 
Great Depression. Those nations provided more than $12 trillion of capital 
infusions, financial guarantees, and emergency loans to stabilize financial 
markets. They rescued universal banks and large shadow banks, with the 
prominent exception of Lehman Brothers. They protected holders of short- 
term financial instruments issued by shadow banks, even though shadow 
banks were not regulated as banks and the deposit substitutes they issued 
were not protected by deposit insurance. The U.S., U.K., and EU wrapped 
their financial safety nets around their entire financial systems, going far 
beyond their traditional practice of protecting banks and bank depositors.’ 

Governments on both sides of the Atlantic accumulated very heavy debt 
burdens to rescue their financial sectors and to implement fiscal stimulus 
programs that mitigated the economic and social effects of the Great 


Recession. By 2017, ratios of government debt to gross domestic profit 
(GDP) reached 103% in the U.S., 83% in the U.K., and 88% in the EU. The 
EU—with the help of the International Monetary Fund (IMF)—barely 
managed to contain sovereign debt crises in Greece, Ireland, Portugal, and 
Spain, and to stave off a potential crisis in Italy. Meanwhile, tens of 
thousands of businesses failed, millions of workers lost their jobs, and 
millions of families lost their homes. 

Central banks cut short-term interest rates to zero and below. Central 
banks also adopted quantitative easing (QE) programs, which purchased 
huge amounts of longer-term bonds to push down interest rates, provide 
relief to debtors, and facilitate the issuance of government bonds with lower 
yields (and lower costs). The central banks of the U.S., U.K., EU, and Japan 
expanded their balance sheets from $4 trillion to $15 trillion between 2007 
and 2018 by purchasing government bonds, mortgage-backed securities, 
and other financial assets. The unprecedented scope and impact of 
unconventional monetary policies triggered widespread concerns that 
central banks were exceeding their mandates and risking their legitimacy 
and political independence.® 

Unlike the Great Depression, the Great Recession did not result in 
fundamental changes to the financial systems of most developed nations. In 
2009, as described in Chapter 12, the U.S. and other members of the Group 
of 20 (G20) nations agreed on a reform agenda that largely preserved the 
status quo.” Instead of proposing changes to the structure of financial 
institutions and markets, the G20’s agenda recommended technical reforms 
to improve the effectiveness of financial regulation. Those reforms included 
higher capital and liquidity requirements for banks and better procedures 
for handling failures of systemically important financial institutions 
(including shadow banks). 

Congress adopted most of the G20’s recommended reforms when it 
passed the Dodd-Frank Wall Street Reform and Consumer Protection Act of 
2010 (Dodd-Frank). The Obama administration and most members of 
Congress rejected proposals to break up universal banks, and they did not 
try to bring back the Glass-Steagall Act. The Obama administration 
opposed “structural” solutions to the problems that caused the financial 
crisis and instead opted for “technocratic” reforms.!° 

As discussed in Chapter 12, the Obama administration failed to 
implement several of Dodd-Frank’s key mandates before its second term 


came to an end in January 2017. In addition, the financial industry 
persuaded Congress and the Trump administration to repeal or weaken a 
number of Dodd-Frank’s reforms by the end of 2019. If President Trump is 
reelected in 2020, the trend toward deregulation will undoubtedly continue 
in the U.S. 

Similarly, financial reforms in the U.K. and the Eurozone lost most of 
their momentum after 2017. In October 2018, the IMF stated that “reform 
fatigue and rollback pressures” were “already visible ... [a]Js memories of 
the global financial crisis fade.” A year later, Germany’s top bank regulator 
warned that policymakers were being “pushed into a new cycle of 
downward regulation,” which was “planting the seeds for the next financial 


crisis.” !! 


Universal banks are inherently dangerous because their business model 
promotes dangerous boom-and-bust cycles. That is true for four reasons. 
First, universal banks use cheap, government-subsidized deposits to fund 
risky loans. Second, universal banks package risky loans into asset-backed 
securities, which are sold as purportedly “safe” investments to poorly 
informed buyers. The ability to earn lucrative, up-front fees from 
securitizing risky loans encourages universal banks to pursue reckless 
lending and securitization strategies. 

Third, the combination of deposit-taking, lending, securities 
underwriting, and trading creates pervasive and toxic conflicts of interest 
within universal banks. Universal banks have powerful financial incentives 
to sell—and trade for their own account in—asset-backed securities and 
other investments that their capital markets units underwrite. Universal 
banks also have strong reasons to make loans that support their 
underwriting and trading activities. Those incentives destroy the ability of 
universal banks to act as objective, prudent lenders and impartial 
investment advisers. 

Fourth, the investment banking units of universal banks almost always 
produce the banks’ dominant culture. The incentive compensation policies 
of investment banks (securities firms) create a speculative, bonus-driven 
culture, which encourages universal banks to take excessive risks to 
produce higher short-term returns. 


Thus, conflicts of interest and incentives for excessive risk-taking in 
universal banks push them to pursue aggressive lending, securities 
underwriting, and trading strategies. Those strategies are likely to produce 
highly-leveraged credit booms in financial systems dominated by universal 
banks.!* Credit booms are dangerous because they frequently lead to severe 
busts and prolonged economic recessions. Governments are usually 


compelled to pay a very high price to contain such busts.!° 

The experiences of the U.S. and U.K. during the Great Depression and 
the Great Recession illustrate the strong tendency toward destructive boom- 
and-bust cycles in financial systems dominated by universal banks. Figures 
0.1 and 0.2 display the impact of the Great Depression and the Great 
Recession in the U.S. and the U.K. The left-hand panel of Figure 0.1 shows 
that the U.S. economy performed badly during the Great Recession and 
much worse during the Great Depression. U.S. GDP did not return to its 
pre-Recession (2007) level until four years later, while GDP did not return 
to its pre-Depression (1929) level until a decade later. Despite the faster 
recovery from the Great Recession, U.S. GDP remained more than 10% 
below its pre-Recession trend line in 2016, confirming that the Great 
Recession had severe and long-lasting effects on the U.S. economy. 

The left-hand panel of Figure 0.2 shows the much more aggressive fiscal 
response of the U.S. government to the Great Recession compared with the 
Great Depression. The ratio of U.S. government debt to GDP rose at a 
significantly faster rate after 2007 than it did after 1929, reflecting the 
massive bailout and stimulus legislation that Congress adopted to limit the 
financial, economic, and social fallout from the Great Recession. Those 
emergency measures helped the U.S. to avoid a second Great Depression. 
However, the huge budget deficits that the U.S. accrued after 2007 imposed 
a very heavy debt burden on current and future U.S. taxpayers. 
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Figure 0.1 Changes in U.S. and U.K. GDP During the Great Depression and Great Recession 
Source: Aikman et al. (2018: 40) (chart 1) 
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Figure 0.2 Changes in U.S. and U.K. Ratios of Government Debt to GDP During the Great 
Depression and Great Recession 
Source: Aikman et al. (2018: 41) (chart 2) 


The right-hand panel of Figure 0.1 shows that the U.K. experienced a 
somewhat larger decline in GDP during the Great Recession than the U.S. 
did. The U.K.’s GDP also recovered more slowly, as it did not return to its 
2007 level until 2013 (two years later than in the U.S.). The right-hand 


panel of Figure 0.2 indicates that the U.K.’s ratio of government debt to 
GDP increased at a rate similar to the U.S. ratio during the Great Recession, 
as both governments ran enormous budget deficits to stabilize their 
financial systems and economies. Thus, the Great Recession inflicted 
comparable injuries on the U.S. and U.K. because both countries 
experienced destructive boom-and-bust cycles and systemic financial crises 
between 2000 and 2009. Universal banks dominated the financial systems 
of both countries during that period and were leading participants in the 
subprime lending boom.'* 

In contrast, the U.K.’s experience during the Great Depression was 
significantly different from the U.S., as shown by the right-hand panels of 
Figures 0.1 and 0.2. The decline in the U.K.’s GDP during the Great 
Depression was less severe and its recovery occurred earlier and faster than 
in the U.S. In addition, the ratio of government debt to GDP did not rise 
nearly as much during the 1930s in the U.K. as it did in the U.S. The U.K. 
had a milder and less costly recession during the 1930s because the U.K. 
banking system—unlike its U.S. counterpart—did not experience a 
systemic crisis during that period.!° 

As discussed in Chapters 5 and 6, an important factor that helps to 
explain the very different experiences of the U.S. and the U.K. during the 
Great Depression was that large universal banks played leading roles in the 
U.S. banking and securities markets during the 1920s, while the U.K.’s 
major commercial banks were structurally separated from its securities 
markets. Consequently, the U.K. did not experience the destructive boom- 
and-bust cycle or the systemic contagion across financial sectors that 
devastated the U.S. during the early 1930s. No major U.K. banks failed 
during the Great Depression, while a dozen leading U.S. universal banks 
either failed or were bailed out by the federal government during the early 
1930s. 

The “Big Bang” reforms of 1986 ended the U.K.’s policy of separating 
banks from the securities markets. The largest U.K. banks quickly acquired 
securities firms and became universal banks. By 2000, big universal banks 
dominated the banking systems and capital markets of both the U.S. and the 
U.K. That common element helps to explain why both countries 
experienced systemic financial and economic crises between 2007 and 


2009, as shown by Figures 0.1 and 0.2.'° 


As noted earlier, universal banks have a strong tendency to create 
dangerous credit booms because they securitize loans into bonds that are 
sold to investors. The securitization of loans creates a feedback loop by 
establishing a major new source of funding (bond investors) to support the 
expansion of lending. The resulting spiral of loan origination and 
securitization frequently leads to high-risk lending, asset bubbles, excessive 
loan volumes, widespread loan defaults, severe losses on asset-backed 
securities, and a systemic bust.!” 

The credit booms that U.S. universal banks produced during the 1920s 
and 2000s are shown in the bottom panel of Figure 0.3. The first credit 
boom occurred during the 1920s and caused total U.S. private sector debts 
to reach 250% of GDP in 1930-31. The second boom began in the mid- 
1980s as large banks and federal regulators pursued a long campaign to 
undermine and repeal the Glass-Steagall Act. U.S. private sector debts 
reached a second peak of more than 280% of GDP in 2007, on the eve of 
the financial crisis. 

The top panel of Figure 0.3 shows a comparable credit boom in the U.K. 
following the “Big Bang” reforms of 1986, which allowed U.K. banks to 
acquire securities firms and become universal banks. Private-sector debts 
rose rapidly in the U.K. after the mid-1980s and peaked in 2007. Thus, the 
destructive credit booms that occurred in the U.S. and the U.K. between the 
mid-1980s and 2007 coincided with the growth and increasing dominance 
of universal banks in both countries. '® 
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Figure 0.3 Changes in U.S. and U.K. Ratios of Total Debt to GDP During the Credit Booms Leading 
to the Great Depression and Great Recession 
Source: FSA (2009: 18) (exhibit 1.10) 


As discussed previously, the risk-taking culture of investment banking 
usually becomes the dominant culture within universal banks. Most 
universal banks therefore adopt aggressive bonus plans that resemble the 


incentive compensation policies of securities firms. Those bonus plans 
encourage executives and other key insiders to pursue risky strategies that 
produce higher short-term profits for shareholders and bigger bonuses for 
themselves. The bonus plans of most universal banks during the 1920s and 
2000s had asymmetric payoff structures (“heads I win, tails you lose”), 
which allowed insiders to keep their bonuses even if their banks later 
suffered large losses because of their decisions to take outsized risks. The 
bonus plans of universal banks during the 1920s and 2000s effectively 
“privatized the profits and socialized the losses” for their insiders. That was 
especially true during the financial crisis of 2007—09, when the U.S., U.K., 
and EU adopted too-big-to-fail (TBTF) policies that prevented failures of 
universal banks.!? 

Thomas Philippon and Ariell Reshef found that the U.S. financial sector 
paid remarkably high levels of compensation to its employees during the 
1920s and again between the mid-1990s and 2007. Financial sector 
employees received much higher pay than workers in other industries 
during both periods, due to deregulatory policies that the federal 
government implemented for the financial sector (including the removal of 
Glass-Steagall’s restrictions during the 1990s). In contrast, between 1945 
and 1980, when Glass-Steagall’s restrictions were enforced, financial sector 
employees received compensation that was similar to the pay of workers in 
other industries.7° 

Figure 0.4, which is drawn from Philippon and Reshef’s study, displays 
the close connection between deregulation (including federal policies 
allowing banks to engage in securities activities) and the exceptionally high 
levels of compensation that U.S. financial sector employees received during 
the 1920s and again between the mid-1990s and 2007.7! The dominance of 
universal banks during both periods reinforced those high levels of 
compensation. 


Relative Financial Wage and Financial Deregulation 
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Figure 0.4 The Impact of Financial Deregulation on Compensation in the Financial Industry 
Compared with Other U.S. Industries, 1910-2008 

Note: The “relative wage” is the ratio of the average wage in finance to the average wage in the 
nonfarm private sector (excluding finance). 

Source: Philippon & Reshef (2012: 1578) (figure VIII C) 


Philippon and Reshef also highlighted the extraordinarily generous 
compensation that upper-level financial executives received during the 
1990s and 2000s, as the Glass-Steagall Act was eroded and ultimately 
repealed. Chief executive officers (CEOs) in the financial sector received a 
250% premium on their earnings between 1995 and 2005 compared with 
CEO earnings in other sectors. Similarly, the gap in compensation levels 
between top financial executives and senior financial regulators widened 
from 10:1 in 1980 to more than 60:1 in 2005.72 

Rising compensation levels for financial sector employees mirrored the 
growing economic power of the financial industry after 1980. Total 
compensation paid by the financial sector doubled as a share of U.S. gross 
national income between 1980 and 2007. During the same period, the 
financial sector’s share of all corporate pretax profits rose from 13% to 
27%. Stock prices for financial firms included in the Standard & Poor’s 


(S&P) 500 index had the highest aggregate market value of any industry 
group for all but three years between 1995 and 2007.7? 

The financial sector wielded much greater political influence as its 
economic importance grew. The largest U.S. banks accomplished their most 
important political goal in 1999, when they joined forces with big securities 
firms and insurance companies to convince Congress to repeal the Glass- 
Steagall Act. The political alliance among the largest banks, securities 
firms, and insurance companies gave the financial industry unrivaled 
political clout, and it also ended a long period of internecine warfare among 
those three industry sectors. The financial industry achieved an unbroken 
string of legislative and regulatory triumphs from 1999 until the outbreak of 
the financial crisis in 2007. Those victories enabled universal banks to 
unleash the toxic subprime lending and securitization boom of the 2000s.*4 

The 1920s were another period in U.S. history when the largest U.S. 
financial institutions enjoyed commanding political influence.*? As shown 
by the experience of the 1920s and 2000s, a legal regime that authorizes 
universal banking is likely to produce highly concentrated financial markets 
that are dominated by large financial conglomerates. The TBTF status of 
universal banks insulates them from effective market discipline by investors 


and creditors, and it also shields them from effective oversight by financial 


regulators.*° 


Seventeen global financial conglomerates—including the four biggest 
U.S. banks, the five largest U.S. securities firms, and eight U.K. and 
European universal banks—dominated global financial markets during the 
2000s. Those conglomerates were leaders in financing the subprime credit 
boom. Thirteen successor firms—including six U.S. universal banks and 
seven U.K. and European universal banks—continue to dominate global 


financial markets today.*” 


More than a decade has gone by since the G20 issued its agenda for post- 
crisis reforms in early 2009. As explained in Chapter 12 and the 
Conclusion, those reforms left in place a dangerously unstable financial 
system dominated by universal banks and shadow banks. That is the same 
system that brought us the financial crisis of 2007-09. Post-crisis reforms 
have perpetuated what I call a “global doom loop,” in which (1) 


governments and central banks provide TBTF guarantees to universal banks 
and large shadow banks and frequently intervene to maintain the stability of 
financial markets, (2) universal banks and large shadow banks finance 
rapidly rising levels of public sector and private sector debts, with support 
from the easy-money policies of central banks, and (3) investors and 
creditors take outsized risks because they expect that governments and 
central banks will take all necessary actions to stabilize financial markets 
and prevent failures of universal banks and large shadow banks. 

The global doom loop creates a hazardous web of mutual dependence 
among governments, central banks, universal banks, shadow banks, and 
financial markets. In view of that dependence, our financial markets are not 
truly markets. Instead, they are a form of crony capitalism, which is 
supported and subsidized by explicit and implicit government guarantees.7° 

Central banks have played a key role in the doom loop by implementing 
QE and other unconventional monetary policies since 2008. Those policies 
have suppressed interest rates and injected trillions of dollars into global 
financial markets, thereby enabling universal banks and shadow banks to 
underwrite record levels of debt for corporations, households, and 
governments. Worldwide private sector and public sector debts increased by 
50% between 2007 and 2019. In 2019, the ratio of global sovereign debts to 
global GDP reached its highest level since World War II.7° 

Governments and central banks have found it impossible to move past 
“crisis containment” and restore “normal market functioning.”°? The U.S. 
Federal Reserve Board (Fed) has repeatedly tried—and failed—to 
accomplish the “delicate task of normalizing monetary policy.”°! For 
example, the Fed increased short-term interest rates seven times in 2017 
and 2018 and reduced the size of its balance sheet from $4.5 trillion to less 
than $4 trillion. Other central banks also tried to return to more “normal” 
monetary policies. However, the concerted efforts of central banks to 
abandon QE and move toward a policy of “quantitative tightening” (QT) 
frightened investors and led to a sharp sell-off in global financial markets 
during the fourth quarter of 2018. That market turbulence revealed the 
extreme dependence of global investors on prolonged easy-money policies 
from central banks, with their implicit assurance of abundant liquidity.°¢ 

In January 2019, the Fed made a “dramatic U-turn” away from QT and 
said it would be “patient” before making any further increases in short-term 


interest rates. The Fed intensified that U-turn between June and October, 
when it approved three reductions in short-term interest rates. When the 
repo market experienced a sudden shortage of liquidity in September 2019, 
the Fed injected almost $500 billion of new liquidity into financial markets 
by providing repo loans and buying short-term Treasury bills. Other leading 
central banks followed the Fed’s actions by adopting their own dovish 
monetary policy measures. In September the European Central Bank (ECB) 
cut its short-term interest rate to an all-time low of —0.5% and restored its 
QE bond-buying program.*° 

Thus, central banks were “forced to abandon [their] hopes of normalising 
monetary policies” in 2019, and the global doom loop remains in place.** 
As discussed in Chapter 12 and the Conclusion, that doom loop turns 
governments and central banks into hostages of universal banks and large 
shadow banks. Bankers and other financial market participants assume that 
governments and central banks will quickly act to contain market 
disruptions, as they did in 2019, thereby ensuring the survival of universal 
banks and shadow banks. That widely shared assumption creates an 
asymmetric risk curve and encourages moral hazard. Bankers and other 
creditors and investors believe they can make highly-leveraged bets on 
risky assets because governments and central banks will always intervene to 
create a floor under financial markets if the threat of a serious disruption 
appears. 

Leading experts are deeply concerned about the fragility of our current 
financial system, and their concerns implicitly acknowledge the existence 
of a global doom loop. The three principal architects of the response to the 
last financial crisis—Ben Bernanke, Tim Geithner, and Hank Paulson— 
have issued strong warnings about the risk of another systemic financial 
crisis.°° They fear that governments and central banks might not be able to 
give the same open-ended support to universal banks and large shadow 
banks (through capital infusions, financial guarantees, and emergency 
loans) that they provided during the Great Recession. They argue that such 
open-ended support is essential to prevent a future crisis from turning into a 
second Great Depression. Other experts agree that governments and central 
banks must be prepared to act as guarantors of last resort for all 
systemically important financial institutions and markets during any future 
crisis.°° 


Advocates for guarantor-of-last-resort policies have not explained where 
governments and central banks would find the resources needed to fulfill 
such far-reaching financial commitments. In view of the staggering debt 
burdens that many nations shouldered during the Great Recession, it is 
doubtful whether they could authorize comparable amounts of deficit 
spending to combat a future crisis without triggering sovereign debt crises. 
Similarly, most leading central banks have little or no room to reduce 
interest rates. They would also find it challenging to undertake massive new 
bond-buying programs, given their already bloated balance sheets. 
Additional large-scale purchases of government bonds could strain the 


credibility of some central banks as well as the currencies they oversee.?” 

Thus, many governments and central banks might lack the necessary 
financial resources to act as guarantors of last resort when the next major 
crisis erupts. Large financial institutions could fail, and such failures could 
unleash a global financial panic. A global panic could lead to another Great 
Depression. 

The Conclusion argues that we must take a different approach to avoid 
such a disastrous outcome. We must abolish universal banks and shadow 
banks to break the doom loop that links them to governments and central 
banks. Congress must adopt a new Glass-Steagall Act to establish a clear 
structural separation between banks and the capital markets. Banks must be 
prohibited from engaging in capital markets activities (except for 
underwriting and investing in government bonds). Shadow banks and other 
nonbanks must be barred from issuing short-term financial claims that 
function as deposit substitutes. To accomplish that outcome, nonbanks must 
be prevented from issuing any financial instruments with a maturity of 
ninety days or less that are payable in practice at par (100% of the amount 
invested). The shadow banking system (which hardly existed before 1975) 
would largely disappear if Congress prohibited nonbanks from issuing such 
short-term financial claims. 

A new Glass-Steagall Act would create a more resilient and stable 
financial system, as well as a more diverse, competitive, and productive 
economy. It would prevent banks from exploiting government subsidies to 
support speculative capital markets activities. It would create clear 
structural boundaries between financial sectors, thereby reducing the risk of 
contagion across those sectors. It would promote more effective regulatory 
and market discipline by reducing the size, scope, and complexity of 


financial institutions. It would greatly reduce the influence wielded by large 
financial institutions over our political and regulatory policies. It would 
allow the Fed to fulfill its traditional role as lender of last resort for the 
banking system without providing open-ended guarantees to the entire 
financial system. It would improve the effectiveness of monetary policy by 
enabling the Fed to regulate the reserves of banks without worrying that 
depositors could transfer short-term funds to shadow banks. 

We urgently need a new Glass-Steagall Act to break up universal banks 
and shadow banks, thereby preventing them from continuing to generate 
destructive boom-and-bust cycles. A new Glass-Steagall Act would restore 
sanity and stability to our banking system and our capital markets. It would 
greatly reduce conflicts of interest and incentives for excessive risk-taking 
within our financial institutions. It would promote a more prudent and 
sustainable allocation of credit and capital investments. It would end our 
current system of crony capitalism, which exploits massive government 
subsidies and severely distorts our financial markets. It would return banks 
and other financial institutions to their proper roles as servants—not 
masters—of nonfinancial business firms and consumers. 

In 2016, both the Democratic and Republican Party platforms called for a 
return to Glass-Steagall’s fundamental policy of separating banks from the 
capital markets. In 2013 and 2017, Senator Elizabeth Warren (D-MA) and 
three other Senators introduced bills to enact a “21st Century Glass-Steagall 


Act.”°® It is long past time to make those proposals a reality. 


1 

Origins 

The Emergence of Universal Banks in Early Twentieth-Century 
America 


Commercial banks in the U.S. began to explore the possibility of becoming 
universal banks during the last two decades of the nineteenth century. Prior 
to 1880, commercial banks engaged in a narrow range of businesses that 
included accepting deposits, handling foreign exchange, discounting 
negotiable instruments, and making loans.! The National Bank Act of 1864 
did not allow national banks to buy or sell securities except for federal, 
state, and local government bonds. Most state laws imposed similar 
restrictions on state-chartered banks.” As a result, private investment banks 
controlled the business of underwriting and trading in corporate stocks and 
bonds between 1840 and 1880.° 

Beginning in the 1880s, a group of large commercial banks in New York, 
Boston, and Chicago participated in underwriting syndicates for corporate 
stocks and bonds. Those syndicates were organized by private investment 
banks such as J. P. Morgan & Co. and Kuhn, Loeb & Co. Private 
investment banks organized underwriting syndicates to provide financing 
for business formations, mergers, acquisitions, and reorganizations 
involving railroads, shipping lines, and enterprises that produced oil, steel, 
electricity, and other commercial and consumer goods. Private investment 
banks invited leading commercial banks to join their underwriting 
syndicates in order to expand their syndicates’ ability to sell large volumes 
of securities to the public. Commercial banks participated in underwriting 
syndicates by selling securities to their correspondent banks and customers, 
and by providing loans to syndicate members and their associated brokers.* 

During the 1880s and 1890s, the First National Bank of New York 
participated in many of the underwriting syndicates organized by J. P. 


Morgan & Co., while National City Bank joined a number of underwriting 
syndicates headed by Kuhn, Loeb. After 1900, National City Bank also 
became a regular member of J. P. Morgan’s underwriting syndicates. In 
addition, National City Bank formed its own syndicates with smaller 
investment banks to underwrite bonds for electric and gas utilities.° 

By 1910, First National Bank and National City Bank were members of 
the top tier of U.S. investment banks, along with J. P. Morgan and Kuhn, 
Loeb, as well as the two largest investment banks in Boston (Lee, 
Higginson and Kidder, Peabody). The three largest commercial banks in 
Chicago—First National Bank of Chicago, Illinois Trust & Savings Bank, 
and Continental and Commercial National Bank—also engaged in 
securities activities and worked closely with the leading New York and 
Boston investment and commercial banks.° 

The National Bank Act of 1864 authorized national banks to buy and sell 
federal, state, and local government bonds. However, it did not specifically 
allow other types of securities activities. National banks relied on their 
unspecified “incidental powers” to underwrite and trade in corporate 
securities during the 1880s and 1890s, with the tacit permission of their 
regulator, the Comptroller of the Currency.’ The Comptroller suddenly 
reversed course in 1902 and ruled that national banks did not have authority 
to invest in corporate stocks or to sell corporate debt or equity securities to 
public investors. The Comptroller’s ruling was based on a series of court 
decisions, which held that national banks did not have authority to engage 
in securities underwriting or trading, except for buying and selling 
government bonds.® 

In contrast to the limited authority granted by Congress to national banks, 
a number of state legislatures in the late nineteenth century gave broader 
securities powers to state-chartered banks and trust companies. National 
banks therefore faced a significant disadvantage in competing with state- 
chartered institutions.? 

Large national banks sought to evade the Comptroller of the Currency’s 
1902 ruling and to take advantage of more lenient state laws by organizing 
state-chartered affiliates to conduct their securities underwriting and trading 
businesses. Some national banks established or acquired state-chartered 
trust companies. Most national banks, however, chose to organize their 
securities affiliates as nonbank companies under general state corporation 


laws. Nonbank companies offered greater flexibility and little regulatory 
oversight because they were not subject to state banking laws and were not 
supervised by state banking departments.!° In addition, the attractiveness of 
trust company affiliates diminished after more than a dozen trust companies 
failed during the Panic of 1907.!' The advantages of trust company 
affiliates declined further after Congress granted trust powers to national 
banks in 1913 and expanded those powers in 1918.!? 

Accordingly, after 1907 most commercial banks that wanted to engage in 
a full-service securities business established nonbank securities affiliates. !° 
The First National Bank of New York organized the first nonbank securities 
affiliate in 1908, followed by National City Bank in 1911 and Chase 
National Bank in 1917. Those three affiliates “served as models for other 
banks.” More than 130 national banks and state banks established securities 
affiliates by 1929.14 

Sponsoring banks used a variety of mechanisms, including voting trusts 
and shared stock certificates, to exercise control over their securities 
affiliates. Those control devices guaranteed (1) that the sponsoring bank’s 
management would retain control of both the bank and its affiliate and (2) 
that shares of the sponsoring bank’s stock could not be bought, sold, or 
transferred unless the transaction also included the corresponding shares of 
the affiliate’s stock. In addition, some securities affiliates organized during 
the 1920s were established as nonbank subsidiaries of bank holding 
companies that also controlled commercial banks.!° 


Some public officials strongly opposed the establishment and growth of 
bank securities affiliates. When National City Bank organized National City 
Company (NCC) as its securities affiliate in 1911, Attorney General Charles 
Wickersham promptly challenged NCC’s legality. Wickersham was an 
“ardent trustbuster’ who wanted to break up concentrations of economic 
and financial power.!® 

At President Taft’s request, Wickersham asked Solicitor General 
Frederick Lehmann to prepare a legal opinion addressing National City 
Bank’s authority to establish NCC as a securities affiliate. Lehmann’s 
opinion—which Wickersham endorsed—determined that National City’s 
affiliation with NCC violated the National Bank Act by involving the bank 


“in business and ventures beyond its corporate powers.” Lehmann therefore 
concluded that National City’s creation of NCC represented a “usurpation 


of Federal authority.”!” 

Lehmann’s opinion emphasized the complete control that National City’s 
officers and directors exercised over NCC. Lehmann also pointed out that 
NCC owned large blocks of shares in fifteen U.S. banks and one foreign 
bank. In Lehmann’s view, NCC’s ownership of those bank stocks was 
unlawful under an 1899 Supreme Court decision, which held that a national 


bank could not own the stock of any other bank.'® Lehmann also argued 
that NCC’s ownership of controlling interests in bank stocks enabled 
National City to engage in “nationwide chain banking.” Lehmann believed 
that NCC’s control over a chain of banks contravened the National Bank 
Act’s prohibition against the establishment of branch offices by national 
banks. Lehmann’s analysis focused on the practical and substantive effects 
of National City’s affiliation with NCC, rather than the legal formalities of 
their relationship.'? 

Lehmann expressed additional concerns about the financial risks created 
by National City Bank’s affiliation with NCC. He warned that securities 
affiliates would create a “temptation to the speculative use of the funds of 
the [sponsoring] banks” that would be “irresistible.” The close connections 
between banks and their securities affiliates would allow “many enterprises 
and many banks [to be] brought and bound together,” with the consequence 


that “the failure of one may involve all in a common disaster.”*° Lehmann’s 
warnings were prescient, as they anticipated the debacles that occurred at 
National City Bank, Chase National Bank, and other large banks with 
securities affiliates during the Great Depression.*! 

Secretary of the Treasury Franklin MacVeigh and Secretary of State 
Philander Knox strongly disagreed with the views of Wickersham and 
Lehmann. MacVeigh wanted to expand the powers of national banks, which 
the Treasury Department indirectly supervised through the Office of the 
Comptroller of the Currency. MacVeigh endorsed securities affiliates 
because they were not specifically prohibited by the National Bank Act and 
allowed national banks to compete with the broader securities powers of 
state-chartered commercial banks and trust companies. According to 
MacVeigh, securities affiliates were useful devices that helped to keep “a 
large part of the banking system within [Treasury’s] jurisdiction” by 


creating a more level playing field between national banks and their state- 
chartered competitors.*7 

After considering the conflicting opinions presented by the Justice, 
Treasury, and State Departments, President Taft decided not to challenge 
National City’s affiliation with NCC. As an apparent quid pro quo for Taft’s 
nonintervention, National City caused NCC to divest its portfolio of 
domestic bank stocks. NCC thereafter focused on underwriting and 
investing in bonds and stocks issued by governments and nonbank 


companies.*? 


While Taft allowed NCC to remain in operation, other political leaders 
challenged the legality and desirability of NCC and other securities 
affiliates. Congressman Charles A. Lindbergh, Sr. (R-MN) denounced 
National City’s creation of NCC and called for a congressional 
investigation of the “Money Trust” on Wall Street. Lindbergh attacked the 
Money Trust as a powerful and dangerous financial combination that 
resembled the great industrial trusts. In April 1912, the House Committee 
on Banking and Currency established a subcommittee to “investigate the 
concentration of money and credit” in the U.S. Representative Arséne Pujo 
(D-LA) chaired that subcommittee, which became known as the Pujo 
Committee. After a lengthy series of hearings, the Pujo Committee issued 
its final report in February 1913.4 

The Pujo Committee’s report determined that a group of six financial 
institutions—J. P. Morgan & Co., First National Bank of New York, 
National City Bank, Kuhn, Loeb & Co., and two Boston investment banks 
(Lee, Higginson and Kidder, Peabody)—were “the most active agents in 
forwarding and bringing about the concentration of control of money and 
credit” in the U.S. The committee’s report also identified two leading New 
York trust companies (Guaranty Trust and Bankers Trust) and Chicago’s 
three largest commercial banks as important allies of the six leading 
institutions. The report described those institutions as “the principal 
banking agencies through which the greater corporate enterprises of the 
United States obtain capital for their operations.”7° 

Thus, the Pujo Committee’s investigation revealed that a close-knit group 
of Wall Street investment and commercial banks and their associates in 


Boston and Chicago controlled the market for financing “the great interstate 
corporations.” The committee warned that the group’s collective influence 
over leading business firms created a “situation ... fraught with too great 
peril to our institutions to be tolerated.” Many Americans shared the Pujo 
Committee’s concerns with the “centralization of financial power” on Wall 


Street and “the absence of any public control over it.”*° 
The Pujo Committee’s attacks on the Money Trust reached a broad public 
audience through Louis Brandeis’ popular book Other People’s Money 


(1914), which summarized the committee’s work.*’ Among other topics, 
Brandeis highlighted “the revolutionary change in the conduct of our 
leading banking institutions” that resulted from the “invasion by the banks 
into the realm of the investment banker.” According to Brandeis, the 
expansion of commercial banks into securities activities marked “a 
departure from the legitimate sphere of the banking business, which is the 
making of temporary loans to business concerns.” Brandeis warned that the 
opportunity to make “large profits from promotions, underwritings and 


security purchases” created a “temptation” that was “irresistible” to 
commercial bankers.7° 

Brandeis alleged that the most important commercial banks had formed a 
strategic “alliance” with leading investment banks “to control the business 
of the country, and to ‘divide the spoils.’” The Pujo Committee found that 
directors of J. P. Morgan, National City, and First National collectively held 
341 directorships in 112 corporations, with total assets exceeding $22 
billion. Based on his own research, Brandeis concluded that the Pujo 
Committee’s figures significantly “understate[d]” the full extent of business 
and financial influence wielded by “the inner group of the Money Trust.”*? 

Brandeis described the Money Trust as a “financial oligarchy” that 
possessed unchallenged power to “bestride as masters America’s business 
world.”°° He maintained that the top commercial and investment banks 
reigned supreme within America’s most important business and financial 
centers. J. P. Morgan, National City, and First National “dominated 
America’s financial center, New York,” as well as Philadelphia. Lee, 
Higginson and Kidder, Peabody, along with the three largest Boston 
commercial banks (National Shawmut, First National, and Old Colony 
Trust), controlled Boston’s business and financial markets. The three 
biggest Chicago banks (First National, Illinois Trust & Savings, and 


Continental and Commercial) dictated business and financial affairs in 
Chicago, and the Chicago banks also participated in underwriting 
syndicates organized by investment banks from New York and Boston.*! 

The Pujo Committee recommended that national banks should be 
prohibited from underwriting and trading in securities (except for 
government bonds), from owning bank stocks, and from affiliating with 
companies engaged in securities activities. The committee also 
recommended that private investment banks should be barred from 
accepting deposits. However, Congress did not adopt any of those 
recommendations. As a result, commercial banks remained free to operate 
securities affiliates and to establish holding companies that owned bank 
stocks, while investment banks continued to accept deposits.°7 

Due to the popularity of Other People’s Money, “the Pujo Committee’s 
findings long outlived the Wilson Administration” and influenced the 
Senate’s investigation of Wall Street in 1933.°° Other People’s Money was 
republished in 1933, and its editor stated, “The fatalities following 1929 
came to a large extent from the failure to act on the principles sharply 
drawn in Other People’s Money.”** 


In the absence of any restraining legislation from Congress, First National 
Bank of New York, National City Bank, and other large commercial banks 
rapidly expanded their activities in the securities markets. World War I 
provided attractive new opportunities for that expansion. Between 1915 and 
1917, commercial banks joined with investment banks in forming 
nationwide syndicates that sold $2.5 billion of bonds issued by the Allied 
powers (primarily Great Britain and France).°° 

Success in selling Allied war bonds convinced National City’s leaders— 
chairman James Stillman and president Frank Vanderlip—that the bank 
should significantly expand its capacity to distribute securities to the public. 
Stillman and Vanderlip wanted to make National City “the foremost 
financing house in America,” and they knew National City needed “broader 
distribution” capabilities to achieve that goal. In August 1916, National 
City Company acquired N. W. Halsey & Co., a prominent securities firm 
with retail brokerage offices located in major cities across the U.S. At the 
same time, National City Bank transferred its bond department to NCC. 


Those transactions centralized all of National City’s securities underwriting 
and trading activities within NCC.°° NCC publicly announced that its 
acquisitions of the Halsey firm and National City’s bond department would 
enable NCC to offer “a superior investment service” and satisfy “the 
requirements of investors throughout the country.”°” 

National City appointed Charles E. Mitchell as president of NCC to lead 
its newly expanded operations. Mitchell was a physically powerful and 
imposing man with boundless self-confidence. When his Amherst College 
classmates voted him “the greatest’ member of his graduating class, 
Mitchell replied, “I am.” Prior to becoming president of NCC, Mitchell 
traveled throughout Europe to study how European banks sold securities to 
the public, and he founded and managed a successful bond trading firm. 
Frank Vanderlip said that Mitchell had “an astonishing capacity to create 
energy,” and a newspaper profile described him as “a human power 
plant.”°° 

After the U.S. entered World War I in 1917, the U.S. Treasury 
Department assumed responsibility for providing loans to help the Allies. 
The Treasury Department called on American commercial and investment 
banks to help raise funds from the public to finance the U.S. government’s 
war effort. Treasury commissioned four Liberty Loans in 1917 and 1918, 
followed by a Victory Loan in 1919 to “finish the job” and “bring the boys 
home.”°” To fund those loans, Treasury worked with commercial and 
investment banks to sell $21.5 billion of Liberty bonds to the public. The 
federal government organized elaborate campaigns to persuade ordinary 
citizens to buy Liberty bonds. Those campaigns featured patriotic rallies, 
parades, and speeches by bankers, business leaders, and celebrities 
(including prominent actors such as Charlie Chaplin, Douglas Fairbanks, 
and Mary Pickford).*° 

Government officials and bankers encouraged ordinary citizens to buy 
Liberty bonds on the installment plan or to buy war savings stamps (for 25¢ 
each), which could be bundled together to purchase a $50 bond. More than 
twenty million Americans bought Liberty bonds, and sales of war savings 
stamps accounted for over half of all Liberty bond sales.*! The experience 
of owning Liberty bonds persuaded many Americans that “money could be 
made by the simple process of holding paper securities until they went up in 
value.”** As Harvard professor Edwin Gray observed in 1932, the Liberty 


bond campaigns “placed government bonds in the hands of millions of 
people who never before had possessed such instruments ... The basis was 
thus laid for the vast and credulous post-war market for credit which 
culminated in the portentous speculation of 1928 and 1929.”4° 

Commercial and investment bankers played leading roles in planning and 
implementing the Liberty bond drives. Commercial banks sold more than 
half of the Liberty bonds issued between 1917 and 1919, and they provided 
installment loans that enabled retail investors to buy many of those bonds.** 
Banks received no commissions or other compensation from the federal 
government, but they became familiar with “the use of high-pressure selling 
techniques” and were introduced to “a tremendous number of new potential 
buyers of securities.” Most importantly, banks “won [the] confidence” of 
ordinary investors because the Liberty bonds that banks sold had 
“unquestioned soundness.”*° 

The great success of the Liberty bond campaigns caused many 
commercial banks to expand their bond underwriting activities. Charles 
Mitchell recognized that National City Company’s prominent role in selling 
Liberty bonds would enable NCC to sell many other types of bonds to 
ordinary investors after the war ended. In 1917, Mitchell declared that the 
nationwide sale of Liberty bonds was creating “a large, new army of 
investors in this country who have never heretofore known what it means to 
own a coupon bond and who may in the future be developed into savers and 
bond buyers.”4° 

In 1919, Mitchell told a class of National City Bank and NCC trainees 
that “if we could bring the investment banking house to the people in such a 
way that they would look upon it as a part and parcel of their everyday life; 
if we could spread the gospel of thrift and saving and investment; ... we 
could then ... lift this investment banking business to a level it had never 
reached before.” By 1919, NCC was operating branch offices in more than 
fifty U.S. cities. Mitchell assured his recruits that NCC’s branches “are 
already working to make connections with the great new bond-buying 
public ... and are preparing to serve the public on a straightforward basis, 
just as it is served by the United Cigar Stores or Child’s Restaurants.”*7 


After the U.S. entered the World War I in 1917, the U.S. Treasury 
Department and the Federal Reserve Board encouraged investment banks 
and commercial banks to focus on selling Liberty bonds, and to refrain from 
underwriting corporate securities that competed with the federal 
government’s war financing efforts. The Fed created a Capital Issues 
Committee (CIC) to review proposed new issues of corporate stocks and 
bonds, and the CIC “strongly restricted private financing” by business 
firms.*° 

Commercial banks took advantage of the dormant private securities 
markets by expanding their loans to corporations.*? Lending by banks to 
business firms continued to grow rapidly during the postwar boom in 1919 
and the first half of 1920. During that period, the Fed kept short-term 
interest rates low (1) to allow Treasury to sell massive volumes of Liberty 
bonds with relatively low yields (resulting in lower war financing costs for 
the U.S. government) and (2) to support the market values of Liberty bonds 
after the war ended. Treasury also issued large amounts of short-term 
government debt certificates and encouraged banks to buy those certificates 
to help the war effort. The Fed supported Treasury’s war financing efforts 
by providing discount window loans to commercial banks at preferred rates 
if banks posted short-term government debt certificates as collateral. 
National City Bank and other commercial banks earned handsome profits 
by purchasing government debt certificates, posting them as collateral for 
cheap loans from the Fed, and using the Fed’s loans to finance higher- 
yielding business loans.°° 

The Fed’s low-interest-rate policy and its easy terms for discount window 
credit led to a surge in bank lending and rising inflation during the postwar 
boom. However, Treasury completed its war financing program by the end 
of 1919, and inflation fears caused the Fed to raise its discount rates sharply 
during the first half of 1920. Rising interest rates ended the postwar boom 
and triggered a severe recession during the second half of 1920. Businesses 
cut back on their production of goods and liquidated their surplus 
inventories, while banks dramatically reduced their commercial lending. 
The severe recession that began in mid-1920 continued through most of 
1921.°1 


The postwar recession left National City Bank holding a large volume of 
nonperforming loans. The bank also was buffeted by crises in Russia and 
Cuba. During World War I, National City greatly expanded its operations in 
Russia under Frank Vanderlip’s leadership. National City opened several 
branches in Russian cities and made large investments in Russian 
government bonds and other assets. Following the Bolshevik Revolution in 
November 1917, the new Soviet government defaulted on debts incurred by 
the czarist regime and seized the assets of domestic and foreign banks. 
Those measures inflicted severe losses on National City, and the bank’s 
board of directors demanded Vanderlip’s resignation in June 1919. 
Meanwhile, the bank’s chairman, James Stillman, had died in 1918.°? 

National City’s directors elected Stillman’s son to replace Vanderlip. 
However, National City continued to pursue Vanderlip’s policy of 
expanding its operations in Cuba. Cuban sugar prices skyrocketed during 
World War I and its immediate aftermath, due to the disruption of beet 
sugar production in Europe and wartime price controls on U.S. sugar. 
Cuba’s sugar boom attracted the attention of National City and several other 
big New York banks, including Chase National Bank and Guaranty Trust. 
National City opened more than twenty branches in Cuban cities and 
provided $80 million of loans to Cuban sugar producers. By 1921, National 
City held almost a fifth of all bank loans in Cuba, and National City’s 
exposure to Cuban loans equaled four-fifths of the bank’s capital.>° 

The removal of wartime price controls led to higher production of U.S. 
sugar, and European beet sugar producers were back in operation by 1920. 
Increased competition from U.S. and European sugar caused the market 
price for Cuban sugar to collapse between 1920 and 1921.°* Many Cuban 
sugar producers defaulted on their loans, and National City’s Cuban 
branches were left with over $60 million of nonperforming loans. At the 
same time, “National City’s debt to the Federal Reserve stood at $144 
million, three times its required reserves, and many domestic loans were 
under water or threatened.” Stillman’s son resigned under pressure in May 
1921, and National City’s board of directors elected Charles Mitchell as the 
bank’s new president.°° 

National City’s directors gave Mitchell a sweeping mandate to overhaul 
the bank and repair the damage inflicted by its Russian and Cuban 
misadventures and the postwar recession. Mitchell centralized National 
City’s management and assumed complete control of the bank: “He made 


his presence felt throughout the organization. People in the bank began to 
refer to their new boss as the Chief.”°° Mitchell toured Cuba in January 
1922 and restructured National City’s Cuban operations. National City 
organized General Sugar Corporation to take ownership of and attempt to 
revive National City’s foreclosed Cuban properties (including sugar 
plantations, sugar mills, and railroads). The price of Cuban sugar rose 
slightly between 1922 and 1923, but it soon fell again and General Sugar 
suffered mounting losses after 1925. In 1927, National City still held more 
than $30 million of nonperforming Cuban loans on its books.°” 

Despite the continuing problems in Cuba, Mitchell was relentlessly 
optimistic about the future of National City as well as the American 
economy.°° In November 1922, Mitchell gave a pep talk to National City’s 
employees. Mitchell assured them that “National City Bank’s future is 
brighter, I believe, than it has ever been. We have been going through a 
period of readjustment and a time of rebuilding. We are getting ready now 
to go ahead full speed.”°? Mitchell was determined to make National City a 
“financial department store,” which would “bring to each customer all 
things financial.” Mitchell pursued that universal banking strategy during 
the 1920s and built National City into the largest U.S. bank and the world’s 
largest distributor of securities. Other commercial banks followed National 
City’s lead. 


Before National City Bank and other large commercial banks could fully 
implement their universal banking strategy, they had to overcome one final 
regulatory challenge. John Skelton Williams was a tough-minded regulator 
who joined the Wilson administration as Assistant Secretary of the Treasury 
in 1913 and was appointed Comptroller of the Currency (the chief regulator 
of national banks) the following year. Williams also served as an ex officio 
member of the Federal Reserve Board.°! 

Before entering government service, Williams was a highly successful 
businessman and banker in Virginia. In 1900, he organized and became 
president of the Seaboard Air Line Railway, which established the first 
railroad link between New York City and Florida. He later became 
president of the Bank of Richmond.° 


Williams lost control of Seaboard in 1904, after a bitter struggle with 
Thomas Fortune Ryan, a prominent Wall Street speculator. Williams 
orchestrated a publicity campaign against Ryan’s management, and he was 
vindicated when Seaboard collapsed into bankruptcy during the Panic of 
1907. However, Williams was excluded from the group of investors who 
brought Seaboard out of bankruptcy in 1912. The new ownership group was 
headed by leading New York bankers, including Frank Vanderlip of 
National City Bank, Albert Wiggin of Chase National Bank, and Benjamin 


Strong of Bankers Trust.°? 

Williams’ battles for control of Seaboard left him with a deep-seated 
hostility toward Wall Street’s commercial and investment bankers. In May 
1914, Williams gave a speech to a group of North Carolina bankers in 
which he praised the recently enacted Federal Reserve Act of 1913. 
Williams commended the statute for freeing the nation’s money supply 
from Wall Street’s control. He leveled a broadside against Wall Street that 
clearly reflected his Seaboard experience as well as the attacks on the 
Money Trust by Louis Brandeis and the Pujo Committee: 


New York has become the commercial capital of the country, the great citadel of the money 
power, the reservoir of money supply. It is the walled city from which the barons have levied 
tribute on a territory and population vaster than any Lord or King of the Middle Ages dreamed 
of, yet sometimes using methods as ruthless and savage as those of the fiercest of the robber 
nobles. ... 

No sudden sweep by a feudal magnate on his peaceful neighbors was a more cruel or 
shameless plundering than some of the transactions which have been brought to light by which 
the shareholders of railways and other great enterprises ... were despoiled. Their property and 


money were taken from them by the might of masses of money working stealthily.°* 


Williams warmed his audience that “no group of men at any centre ... can 
be intrusted safely with the unlimited and unrestrained control” of the 
nation’s supply of credit. According to Williams, the Federal Reserve Act 
provided a much-needed opportunity “to change the relation of New York 
to the country generally from an attitude of dominating ownership to 
friendly partnership.”©° 

When Williams and other Wilson appointees entered the Treasury 
Department in 1913, they discovered that National City Bank and Riggs 
National Bank of Washington, D.C., had arranged for a jointly employed 
clerk to work at a desk in the Office of the Comptroller of the Currency. For 
several years, that clerk reported to National City and Riggs on the financial 


condition of national banks as soon as the banks filed their periodic “call 
reports” with the comptroller. Treasury Secretary William McAdoo stopped 
the practice and denounced it as “improper and irregular” because it gave 
National City and Riggs “an undue advantage, in the way of advance 
information, over all other banks in the country.”°° 

National City and Riggs tried unsuccessfully to block Williams’ 
confirmation as Comptroller of the Currency in 1914. After a lengthy 
hearing before the Senate Banking Committee, the Senate confirmed 
Williams with only one dissenting vote.°” In his first annual report as 
Comptroller, Williams stated that National City Bank would no longer 
receive the “special favors and privileges” it had enjoyed “under previous 
administrations.”©° 

Thomas Kane, a career bank regulator who served as Deputy Comptroller 
of the Currency from 1899 to 1923, published a narrative history of the 
Office of the Comptroller of the Currency in 1922. According to Kane, 
Williams’ tenure as Comptroller was 


distinguished at the outset by a rigid enforcement of the banking laws, and much good was 
accomplished by him in compelling the banks to observe the law and to respect the requirements 
of the Comptroller’s office. ... [H]is administration was considered by many of the banks [as] 


the most radical and exacting of any in history.°? 


Kane described Williams as “courageous, blunt and outspoken,” with 
“unimpeachable integrity and honesty.” In Kane’s opinion, Williams was 
“one of the ablest officials, and without doubt the most forceful Comptroller 
of the Currency who ever occupied the office.” Kane acknowledged, 
however, that Williams was “relentless toward those with whom he had 
business or personal differences.” Williams publicly criticized National 
City and other New York banks for charging interest rates that he viewed as 
usurious.’ He engaged in a lengthy court battle with Representative Louis 
McFadden (R-PA), a senior member of the House Banking Committee, over 
McFadden’s alleged mismanagement of a Pennsylvania bank.’ 

During his service as an ex officio member of the Federal Reserve Board, 
Williams engaged in private and public debates with William P. G. Harding, 
Governor of the Federal Reserve System, and Benjamin Strong, Governor 
of the Federal Reserve Bank of New York.”° At first Williams supported the 
Fed’s efforts to restrain the inflation triggered by the postwar boom after 


World War I. He agreed with the Fed’s decision to raise the discount rate 
from 4.75% to 6% in January 1920. However, he opposed the Fed’s 
decision to hike the discount rate to 7% in June 1920. As the recession of 
1920-21 deepened, Williams publicly urged Harding and Strong to cut 
interest rates and provide relief to struggling farmers and other distressed 
borrowers. Williams’ vocal opposition to the deflationary policies of 
Harding and Strong made him “persona non grata at the Federal Reserve 
Board” by the time his term as Comptroller of the Currency expired in 
March 1921.4 

In July 1921, Williams delivered a speech at a Georgia bankers’ 
conference, in which he criticized the Fed for pursuing a “stubbornly 
unwise course” that produced a “drastic shrinkage and deflation of values,” 
resulting in “losses and ruin” for many farmers and business owners.”° In 
response to attacks from Williams and other public officials (including 
members of Congress), the Fed abandoned its tight-money policy and 
reduced the discount rate during the summer of 1921. The Fed’s interest 
rate reductions, along with a large inflow of gold from Europe, prompted a 
strong recovery of the U.S. economy by 1922.7° 


During his tenure as Comptroller of the Currency, Williams rigorously 
exercised his authority to supervise and examine national banks as well as 
state banks that chose to become members of the Federal Reserve System. 
The National Bank Act required banks under the Comptroller’s supervision 
to submit at least five reports of their financial condition each year, and the 
Comptroller had discretion to demand additional reports. In 1915, Williams 
instructed national banks and state member banks to file six reports each 
year rather than five. He also significantly expanded the amount of 
information required by call reports.” 

Williams’ call report policies and his agency’s strict examinations 
triggered a wave of complaints from national banks and state member 
banks. Many state banks refused to join the Federal Reserve System 
because of their opposition to Williams’ demanding supervision. In 
response to the uproar among bankers over Williams’ policies, Congress 
amended the Federal Reserve Act in 1917. The 1917 amendments 
transferred authority to examine state member banks from the Office of the 


Comptroller of the Currency to the regional Federal Reserve Banks, and the 
minimum number of call reports for state member banks was set at only 
three. In addition, the 1917 amendments reduced reserve requirements for 
both national and state member banks. The 1917 provisions made 
membership in the Federal Reserve System more attractive for larger state 
banks, and 1,600 state banks joined the system between 1917 and 1922.78 
By 1922, most large U.S. banks were either national banks or state member 
banks.”? 

Williams took a special supervisory interest in National City Bank and 
National City Company. In 1916, he tried to examine NCC based on its 
status as an affiliate of National City. However, National City successfully 
blocked Williams’ attempt, and the bank thereafter followed a “fixed 
policy” of refusing to allow the Comptroller of the Currency to examine 
NCC.®° The National Bank Act did not specifically refer to affiliates of 
national banks until Congress enacted the Glass-Steagall Act in 1933. The 
Comptroller therefore lacked explicit authority to supervise such affiliates 
during Williams’ tenure. In addition, Congress’ amendments to the Federal 
Reserve Act in 1917 were widely viewed as a repudiation of Williams’ 
tough supervisory policies. Those amendments undoubtedly weakened his 
ability to obtain NCC’s voluntary compliance. 

Despite his inability to supervise NCC, Williams continued to challenge 
National City Bank. In a meeting with officers of National City Bank in 
February 1921, Williams severely criticized the bank for its reckless lending 
policies, which resulted in large amounts of nonperforming loans in the 
U.S., Europe, and Cuba. Williams also rebuked the bank for failing to 
maintain adequate liquidity reserves and for borrowing $144 million from 
the New York Fed—an amount that substantially exceeded the bank’s 
capital.®! 

Williams also cast a disapproving eye on Chase National Bank. In 
December 1920, Williams wrote to Federal Reserve Board Governor 
William P. G. Harding to criticize Chase for providing $40 million of loans 
to insiders and their related interests, including $10 million of loans 
extended to its president, Albert Wiggin, and his family. Williams pointed 
out that Chase’s insider loans were substantially larger than the bank’s 
capital and left Chase in a vulnerable position.®* 


Williams also stated, in the same letter to Harding and a subsequent 
newspaper article, that the New York Fed’s loans to the five largest New 
York City banks exceeded the total amount of discount window loans that 
five regional Federal Reserve Banks had extended to all of the banks in 
their regions. Williams denounced the “inequalities and injustice in the 
distribution of [discount window] loans” within the Federal Reserve 
System, and he also criticized the New York Fed for allowing its “big 
favored banks” to use discount window loans to finance “call money” loans 
that supported “stock gambling.”°? 

In December 1920, Williams issued his final annual report as 
Comptroller of the Currency. That report strongly condemned securities 
affiliates of national banks. Williams may have received support for that 
condemnation from Carter Glass, who served as Treasury Secretary from 
1918 to 1920 and was Williams’ nominal superior. Glass was a Virginian 
like Williams, and Glass shared Williams’ firm opposition to efforts by 
Wall Street to exercise centralized control over the nation’s banking system 
and financial markets. Glass played a leading role in drafting the Federal 
Reserve Act of 1913 as a member of the House Banking Committee, and he 
helped to defeat efforts by Republicans and Wall Street bankers to establish 
a single, banker-owned and banker-managed central bank in New York. 
Glass insisted on a decentralized Federal Reserve System consisting of 
regional Federal Reserve Banks that were supervised by a Presidentially 
appointed Federal Reserve Board. Glass was determined to “curb financial 
power by fragmenting that power.”°* 

Glass also strongly opposed the use of bank credit to support 
“speculation” in securities. Glass adhered to a theory of commercial and 
central banking that later became known as the “real bills doctrine.” He 
believed that the Fed should “discount” (provide credit against) short-term 
bills of exchange and other negotiable instruments resulting from 
commercial transactions in the “real” economy, such as sales, imports, and 
exports of goods. Glass therefore strongly opposed the use of discount 
window credit to finance “call money” loans to brokers and other loans that 
supported “speculation” in the securities markets.®° As a U.S. Senator in the 
1930s, Glass argued that securities affiliates of national banks were 
unlawful, and he led the campaign to outlaw those affiliates in the Glass- 
Steagall Act of 1933.%° 


In his final annual report as Comptroller, Williams declared that 
“securities companies” should operate “separate and apart from the national 
banks” and should not be allowed to share officers and directors.®” Williams 
warned that securities affiliates were “an element of increasing peril to the 
banks with which they are associated.” According to Williams, securities 
affiliates had become 


instruments of speculation, and headquarters for promotions of all kinds of financial schemes ... 
Many of the flotations promoted by the “securities companies” which are operated as adjuncts to 
national banks have proven disastrous to their subscribers, and ... in some cases have damaged 


the credit and reputations of national banks with which the “securities companies” are allied.®° 


Williams argued that securities affiliates were incompatible with the 
business of commercial banks because “it would be difficult, if not 
impossible, for the same set of officers to conduct safely, soundly, and 
successfully the conservative business of the national bank and at the same 
time direct and manage the speculative ventures and promotions of the 
ancillary institutions.” Securities affiliates received extensive financial 
support from their sponsoring banks and thereby exposed the banks’ 
depositors to serious losses. In addition, national banks frequently invested 
funds from their customers’ trust accounts to support risky ventures 
promoted by their securities affiliates. Williams maintained that securities 
affiliates enabled their bank sponsors to engage “indirectly” in “speculation 
and ... dealings in bonds and stocks” that the banks could “neither safely 
nor lawfully do directly.”°° 

Williams’ final report did not provide specific examples of banks that 
engaged in the “disastrous” securities practices he condemned. However, he 
probably had in mind Guaranty Trust, the second-largest bank in New York 
City and a state-chartered member of the Federal Reserve System. In May 
1920, an examination of Guaranty Trust by New York state officials 
revealed that the bank held more than $43 million of slow, doubtful, and 
impaired assets, equal to two-thirds of its capital. Those unsound assets 
included millions of dollars of depreciated or unmarketable securities.?° 

Williams reviewed the examination report for Guaranty Trust as a 
member of the Federal Reserve Board, and he wrote a blistering critique to 
Governor Harding in February 1921. Williams declared that Guaranty Trust 
“HAD BECOME AN ENORMOUS ENGINE OF SPECULATION” by “investing their own 
funds in the stocks of highly speculative corporations” and by participating 


in “all kinds of speculative [underwriting] syndicates” for newly issued 
securities. Williams charged that the New York Fed accommodated 
Guaranty Trust’s hazardous activities by providing more than $120 million 
of discount window loans to the bank. A few months after Williams wrote 
his letter, J. P. Morgan & Co. organized a group of banks that provided a 


$180 million emergency loan to save Guaranty Trust from failure.?! 


The Republicans recaptured control of the Senate in the midterm elections 
of 1918. At the urging of Representative Louis McFadden, the Republican 
members of the Senate Banking Committee blocked efforts by the Wilson 
administration to appoint Williams for a second term as Comptroller of the 
Currency. Williams was therefore obliged to leave office when Wilson’s 
term as President ended in March 1921.97 

In contrast to Williams, his successors under Republican Presidents 
Warren G. Harding and Calvin Coolidge pursued deregulatory policies that 
pleased large national banks. Daniel Crissinger, an Ohio banker and lifelong 
friend of President Harding, replaced Williams in March 1921. Crissinger 
immediately removed a large number of items that Williams had added to 
the call reports submitted by national banks.%° 

In 1922, Crissinger adopted a new policy that allowed national banks to 
open branch offices in the same cities where their main offices were 
located. The National Bank Act did not expressly permit national banks to 
establish branches, and Crissinger’s predecessors had interpreted the 
statute’s silence as an implied prohibition against branching.** In 1924, the 
U.S. Supreme Court held that Crissinger’s pro-branching policy violated the 
National Bank Act.%° 

Henry Dawes succeeded Crissinger as Comptroller of the Currency in 
May 1923,°° and Joseph McIntosh followed Dawes in December 1924.°7 
Dawes and McIntosh lobbied Congress to expand the real estate lending 
and securities powers of national banks and to allow national banks to open 
branch offices. The deregulatory policies of Crissinger, Dawes, and 
McIntosh mirrored the pro-business, pro-bank, and pro—Wall Street policies 
of Harding and Coolidge.®® President Coolidge was especially popular on 
Wall Street, where bankers and traders referred to the stock market boom as 
“the Coolidge market.” When Coolidge announced his decision not to run 


for reelection in 1928, Charles Mitchell and other leading bankers and 


business leaders publicly urged him to reconsider.?? 

Henry Dawes commissioned a survey of bankers, bank examiners, and 
other banking experts. Dawes’ survey asked the recipients to recommend 
changes in federal banking laws that would improve the competitive 
position of national banks and “would be in the interests of the country’s 
business and of banking in general.” The stated purposes of Dawes’ survey 


did not include any reference to the interests of consumers, and consumers 


were not invited to participate in the survey.!° 


After reviewing the responses to his survey, Dawes presented a list of 
recommended statutory amendments to Congress. Joseph McIntosh 
continued to lobby for those changes after he succeeded Dawes in 
December 1924. Both Comptrollers urged Congress to expand the powers 
of national banks in the areas of branching, real estate lending, and 
securities trading and underwriting. House Banking Committee chairman 
Louis McFadden incorporated most of Dawes’ and MclIntosh’s 
recommendations in the McFadden Act, which Congress passed in 


February 1927.10! 

The McFadden Act expanded the real estate lending powers of national 
banks and allowed them to establish branch offices in their home cities if 
competing state-chartered banks could do so under state law. The 
McFadden Act also authorized national banks to buy and sell “investment 
securities” that were deemed “marketable” by the Comptroller of the 
Currency. The “investment securities” permitted under the statute included 
“marketable” bonds and other debt securities but excluded equity stocks. 
However, Dawes and McIntosh allowed securities affiliates of national 
banks to underwrite and trade in equity stocks as well as bonds. Thus, 
unlike John Skelton Williams, Dawes and McIntosh strongly supported 
broader securities powers for national banks, and they tacitly approved 
securities affiliates that conducted a full range of securities activities. '°* 

Crissinger, Dawes, and McIntosh also adopted supervisory policies that 
were far more lenient than those followed by Williams. Crissinger 
significantly reduced the amount of information that national banks were 
required to provide in their call reports. The number of call reports required 
each year by the Comptroller dropped from six in 1921 to five in 1922, four 
from 1923 through 1925, and only three in 1926. The total amount spent by 
the Office of the Comptroller of the Currency on bank examinations 


declined from $3.8 million in 1922 to less than $2.3 million in each year 
from 1923 through 1926. Meanwhile, the total assets of national banks grew 
from $20.6 billion in 1922 to $25.2 billion in 1926. Dawes and McIntosh 
also followed a much more liberal policy for chartering new national banks, 
compared with Williams’ strict requirements. !°° 

The deregulatory policies approved by Congress and followed by the 
Comptrollers of the Currency during the Harding and Coolidge 
administrations had fateful consequences. Those policies enabled national 
banks to greatly expand their real estate lending and securities activities 
during the 1920s.!°* As discussed in Chapter 2, the rapid expansion of real 
estate lending and securities offerings during the Roaring Twenties 
produced an unsustainable boom in the U.S. economy, which led to a severe 
bust and the Great Depression. 

The dialectic interplay between the banking industry and the Office of 
the Comptroller of the Currency between 1915 and 1927 provides a striking 
example of “regulatory compliance rot,” as described by Erik Gerding in 
his “regulatory instability” hypothesis.'°° The regulatory cycle between 
1915 and 1927 included (1) John Skelton Williams’ implementation of 
rigorous supervisory and examination policies, (2) the industry’s vehement 
pushback against those policies, (3) the industry’s success in persuading 
Congress to pass deregulatory legislation in 1917 and 1927, and (4) the 
industry’s ability to obtain much more accommodating policies from Daniel 
Crissinger, Henry Dawes, and Joseph McIntosh. The “compliance rot” of 
the 1920s encouraged the rapid growth of first-generation universal banks 
as well as their aggressive expansion into speculative real estate and 
securities activities between 1921 and 1930. 
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Universal Banks Helped to Promote an Unsustainable Boom in the 
U.S. Economy During the 1920s 


From 1922 to 1929, the U.S. experienced a long economic expansion that 
Frederick Lewis Allen called “the seven fat years.” The U.S. economy 
grew Steadily during those years, except for mild recessions during 1923-24 
and 1926-27. The Federal Reserve System responded to both recessions 
with interest rate cuts and open-market purchases of government securities 
that stimulated quick recoveries and prolonged the boom. By 1929, the 
nation’s real gross national product (GNP) was 22% above its level in 1923 
and 62% higher than its level in 1914. The seven-year boom created 
widespread confidence among politicians, business leaders, bankers, and 
the general public that the U.S. had entered a “new era” of permanent 
prosperity.* The Fed’s success in ending the brief recessions of 1923-24 
and 1926-27 led many investors to believe that the Fed could control “the 
whole problem of booms, slumps, and panics.”* 

Large commercial banks and investment banks aggressively competed to 
provide the financing that drove the seven-year boom. Commercial banks 
greatly expanded their loans collateralized by securities as well as their 
investments in securities, and they also increased their real estate loans and 
consumer loans. Commercial and investment banks attracted legions of new 
customers to purchase their offerings of domestic and foreign securities.* 
Top executives of commercial and investment banks became “celebrities” 
during the boom, and many investors relied on their advice. As Allen 
explained in 1935, “For seven years the public distrust of Wall Street 
steadily diminished, until by 1928 and 1929, the big financiers, like the big 
industrialists, had become objects of a general veneration.” 


As enacted in 1864, the National Bank Act prohibited national banks 
from making loans secured by real estate, exercising trust powers, trading in 
or underwriting securities (other than federal and state government bonds), 
and opening branch offices. As explained in Chapter 1, Congress relaxed 
those constraints by passing a series of liberalizing statutes between 1913 
and 1927, culminating in the McFadden Act. Those laws broadened the 
powers of national banks in all four areas so that they could compete more 
effectively with state-chartered banks and trust companies. By 1927, 
national banks could provide real estate loans with five-year terms in 
amounts up to half the value of mortgaged properties. National banks could 
exercise trust powers equal to those of state-chartered institutions in their 
home states. National banks could underwrite and trade in government and 
corporate bonds that were deemed “marketable” by the Comptroller of the 
Currency. National banks could not underwrite or trade in corporate stocks, 
but they could engage indirectly in those activities through their securities 
affiliates.° Finally, national banks could open branches in their home cities 
if competing state-chartered banks were allowed to do so under state law.’ 

National banks took full advantage of their expanded powers during the 
1920s. Real estate loans made by national and state-chartered banks 
(including commercial banks, savings banks, and trust companies) more 
than doubled between 1921 and 1929, rising from $4.7 billion to $10.4 
billion. The surge in real estate financing by banks and other lenders 
during the 1920s supported large booms in residential and commercial real 
estate markets. 

Banks, along with finance companies and manufacturers and retailers of 
consumer goods, produced comparable growth in consumer loans. 
Outstanding consumer nonmortgage loans more than doubled during the 
1920s, rising from $3.2 billion to $7.6 billion (including an increase in 
consumer installment debts from $2.1 billion to $4.9 billion). The rapid 
growth of consumer credit enabled Americans to buy vast quantities of cars, 
radios, phonographs, household appliances (such as refrigerators and 
washing machines), furniture, jewelry, and other durable consumer goods. 
Purchases of durable goods accounted for 9% of consumer spending during 
the 1920s, and consumer credit financed nearly half of those purchases. Car 
registrations increased from 11 million to 26 million between 1921 and 
1929, and automobile loans were the single largest source of consumer 
installment credit. Sales of refrigerators rose from 11,000 in 1922 to 


630,000 in 1929, while sales of radios skyrocketed from 100,000 to more 
than 4 million during the same period. By 1926, consumers bought two- 
thirds of their new cars and three-quarters of their new radios and 


refrigerators on credit.? 

In contrast to other types of bank credit, commercial lending did not 
grow significantly during the 1920s. Many corporations experienced great 
hardships during the severe recession of 1920-21, when banks cut back 
dramatically on their lending. As the economy recovered, larger 
corporations reduced their reliance on bank loans and satisfied a growing 
share of their funding needs by selling debt and equity securities to 
institutional and individual investors. Bank loans to large corporations 
showed very little growth after 1921.'° 

Given the stagnant demand for corporate loans, commercial banks shifted 
their focus from lending to the securities markets. The number of 
commercial banks engaged in securities activities, either directly through 
bond departments or indirectly through securities affiliates, rose from 277 
in 1922 to 591 in 1929. During the same period, the number of banks with 
securities affiliates shot up from 18 to 132 (and rose further to 180 in 
1930)." 

Commercial banks expanded their securities activities in three major 
ways. First, they more than doubled their “loans on securities” (loans 
collateralized by securities) from $5.7 billion to $13 billion between 1921 
and 1930. Loans on securities included “call money” loans (loans to 
securities brokers that were repayable on demand and secured by pledges of 
securities) as well as margin loans (loans to bank customers that were also 
secured by pledges of securities). Banks provided more than 85% of all 
loans on securities during the 1920s, and the share of total bank credit 
represented by loans on securities rose from 24% to 38% during that 
period.!? 

Second, banks increased their direct investments in securities from $8.4 
billion to $13.7 billion between 1921 and 1930. Four-fifths of that growth 
represented investments in higher-risk securities, including state and 
municipal bonds, corporate bonds, and foreign securities. In contrast, bank 
holdings of low-risk federal government bonds fell from 35% to 26% of 
bank investments during the 1920s.!° 


Third, and most significantly, commercial banks greatly expanded their 
share of the securities underwriting business, especially after the McFadden 
Act enlarged the securities powers of national banks in February 1927. The 
share of U.S. bond offerings for which banks and their affiliates acted as 
lead underwriters rose from 22% in 1927 to more than 45% in 1929 and 
1930. In addition, the share of U.S. bond offerings for which banks or their 
affiliates participated in underwriting syndicates led by other institutions 
grew from 37% in 1927 to 51% in 1929 and 61% in 1930.'4 

By the end of the 1920s, “commercial banks and their affiliates were 
equal in importance to all [private] investment banks in the distribution of 
long-term capital and in the facilities and values of their business.” The 
leading roles played by commercial banks and their affiliates in distributing 
securities to investors throughout the country “made commercial banks by 
far the most important element in the investment banking business.”!° 

Large commercial banks and their affiliates possessed significant 
competitive advantages over private investment banks in marketing and 
distributing securities to investors. Commercial banks and their affiliates 
maintained significantly larger networks of branches and representative 
offices. Commercial banks and their affiliates could obtain large amounts of 
low-cost funding through deposits and could also draw on a broader client 
base that included depositors, borrowers, trust customers, and recipients of 
cash management services (such as corporations and _ insurance 
companies).!° Most importantly, the largest commercial banks enjoyed a 
higher degree of “good will” in selling securities, due to the public’s greater 
“confidence” in their soundness and stability.!” 

The largest commercial banks also benefited from their ability to attract 
deposits from correspondent banks and to provide investment advice and 
sell securities to those banks. During the 1920s, an intricate network of 
correspondent banking relationships existed among “money center banks” 
in New York and Chicago, “reserve city banks” in regional financial centers 
(such as Atlanta, Cleveland, Detroit, Philadelphia, San Francisco, and St. 
Louis), and “country banks” located in smaller cities and rural areas. 
Country banks typically established correspondent relationships with 
reserve city banks (where they deposited surplus funds and received check- 
clearing services and lines of credit) and also with money center banks 
(where they deposited surplus funds and received foreign exchange and 
investment services, such as the ability to invest in the New York call loan 


market or the Chicago market for short-term loans to commodity traders). 
Reserve city banks kept deposits with, and received correspondent services 
from, money center banks.'® 

Deposits from correspondent banks accounted for about a quarter of all 
deposits held by reserve city banks and money center banks. Money center 
banks held almost half of the nation’s interbank deposits, with New York 
banks holding 37% and Chicago banks holding 9%. Money center banks 
and reserve city banks relied on those interbank deposits as a major funding 
source for their investments in securities and loans backed by securities. !9 
Money center banks and reserve city banks also provided investment advice 
and encouraged correspondent banks to buy the securities they offered for 
sale through their bond departments and securities affiliates.7° 


The intense rivalry between commercial banks and investment banks during 
the 1920s produced a dramatic increase in the number of firms and offices 
devoted to the public sale of securities. The number of securities dealers in 
the U.S. (including affiliates of commercial banks) rose from 250 in 1914 to 
6,500 in 1929. Securities dealers operated offices in seven hundred U.S. 
cities in 1929. More than thirty of those cities were served by at least fifteen 
securities dealers.*! Securities firms operated 2,500 offices in New York 
City and almost 600 offices in Chicago.?? 

Favorable economic conditions and aggressive competition between 
commercial and investment banks fueled an explosion of new securities 
issues in the U.S. Domestic corporations issued $54 billion of debt and 
equity securities between 1919 and 1930.*° During the same period, state 
and local governments issued almost $15 billion of bonds,** while foreign 
governments and foreign corporations sold $12 billion of debt and equity 
securities in the U.S.2° Thus, more than $80 billion of securities were issued 
in the U.S. between the end of World War I and the onset of the Great 
Depression. 

Contemporary observers agreed that the tremendous surge in new 
securities issues could not have occurred without the active participation of 
large commercial banks. During a 1931 Senate hearing, Allan Pope, a 
prominent banker, explained that securities affiliates of commercial banks 
created “large sales organizations” that made it possible to “successfully 


distribute” large issues of securities. If banks had not established securities 
affiliates, Pope said, “private capital probably could not have been found in 
sufficient volume ... to develop private investment houses to a point where 
they would have been in a position to handle [the] enormous increase in 
underwriting and distribution” during the 1920s. In Pope’s view, securities 
affiliates of commercial banks provided significant benefits to “industry and 
trade” by creating a “vast mechanism of underwriting and distributing of 
both domestic and foreign securities.”~° 

During a Senate debate on the Glass-Steagall Act in 1932, Senator 
Frederick Walcott (R-CT) and Senator Carter Glass (D-VA) agreed with 
Pope’s factual premises but not his optimistic conclusion. Walcott 
maintained that the “phenomenal” growth of securities affiliates produced a 
“flood tide of speculation,” which relied on the credit and distribution 
facilities of large commercial banks. Walcott argued that private investment 
banks, such as J. P. Morgan & Co. and Kuhn, Loeb & Co., did not have 
sufficient financial capital or physical facilities to handle the massive public 
offerings of domestic and foreign securities that occurred during the 1920s. 
Those offerings required nationwide distribution networks and “very 
expansive credit, which, of course, brought in the banks.”*” Similarly, Glass 
alleged that securities affiliates of commercial banks “were perhaps the 
greatest contributors to the riot of credit inflation in 1928-29, with the 
result that the country is now almost in an irreparable condition.”@° 

Thus, commercial banks played a crucial role in promoting the great 
boom in securities offerings during the 1920s. In contrast to private 
investment banks (except for J. P. Morgan & Co.), the biggest commercial 
banks and their securities affiliates could draw on much larger pools of 
deposits and reservoirs of capital to finance their securities operations.” 
The largest commercial banks and their affiliates could also mobilize their 
extensive networks of branch offices, which gave them a clear advantage in 
distributing securities to institutional and retail investors.°° 

Private investment banks worried about the competitive threat posed by 
commercial banks, and they expanded their own operations to meet that 
threat. One leading strategy used by investment banks was to organize 
investment trusts (the forerunner of today’s mutual funds). Commercial 
banks responded by forming their own investment trusts toward the end of 
the 1920s. A large number of investment trusts organized by investment and 


commercial banks collapsed after the crash of 1929 and inflicted heavy 
losses on investors.°! 

Commercial and investment banks engaged in “a veritable orgy of 
competition” by offering a wide range of domestic and foreign securities to 
U.S. investors during the 1920s. Intense competition resulted in “a marked 
decline in banking judgment and ethics and unscrupulous exploitation of 
public gullibility and avarice.” Both commercial and investment bankers 
“scrambled to win new offerings” due to “the speculative fever of the times 
and the opportunities for quick, easy profits which it promised.” 


Under Charles Mitchell’s leadership, National City Bank exemplified the 
universal banking strategy that many large U.S. commercial banks pursued 
during the 1920s. After becoming president of National City Bank in May 
1921, Mitchell vigorously pursued the strategy of his predecessors (James 
Stillman and Frank Vanderlip) to build National City into a “global, all- 
purpose financial intermediary.”°? In December 1921, Mitchell announced 
that National City would be a “financial department store” offering a 
comprehensive set of “savings, commercial and investment banking, and 
trust [services]” to satisfy its customers’ financial needs “from the cradle to 
the grave.”°4 To implement his universal banking strategy, Mitchell 
expanded National City’s operations across a wide range of financial 
services, including deposit-taking, commercial and consumer lending, cash 
management, trust services, and securities underwriting and trading.*° 

National City Bank acquired three other New York City banks during the 
1920s and operated thirty-seven branch offices throughout the city. National 
City Bank also enlarged its international branching network and maintained 
ninety-eight branches in twenty-three countries by 1930. The New York 
City branches served more than 230,000 depositors, while the international 
branches served an additional 160,000 depositors.°° 

National City Bank’s domestic and foreign branches offered lending, 
fiduciary, and investment services to both individuals and companies. In 
addition, National City was the first major commercial bank to make 
substantial volumes of unsecured consumer loans. The bank provided 
deposit, cash management, and investment services to more than six 
thousand domestic corporations and correspondent banks. It was the leading 


provider of trust services in New York City by 1929. Its deposits, loans, and 
total assets more than doubled between 1921 and 1929.°7 

National City’s most spectacular growth occurred in its securities 
business. National City Bank more than quadrupled the amount of its 
broker call loans between 1923 and 1929. Like other large New York banks, 
National City Bank encouraged its corporate customers and correspondent 
banks to transfer funds from their deposit accounts at National City to the 
broker call loan market, where they could earn higher rates of interest.°° 

National City Bank also made extensive loans to support the activities of 
its securities affiliate, National City Company. NCC frequently borrowed 
amounts up to National City Bank’s legal lending limit (about $30 million) 
to meet NCC’s short-term funding needs.°% National City Bank also 
provided loans to many of NCC’s customers. In 1930 and 1931, National 
City Bank held more than $80 million of “bridge” loans, which it had 
extended to NCC’s customers in anticipation of securities offerings that 
NCC could not complete after the stock market crashed in October 1929.7° 

In 1929, Mitchell installed his trusted subordinates, Gordon Rentschler 
and Hugh Baker, as presidents of National City Bank and NCC. Mitchell 
served as chairman of both organizations and retained “ultimate authority” 
over all aspects of their operations.*! During Senate committee hearings in 
1933, Mitchell acknowledged that the bank and NCC were “inseparably 
interwoven” and that the two companies acted together as “one institutional 
entity.” Baker similarly admitted that the bank and NCC helped each other 
“all the time.’*2 Ferdinand Pecora, who led the Senate committee’s 
investigation of National City as chief counsel, remarked that “the Bank 
and the Company were treated, quite simply, as two departments of a single 
organization.”*° 

Mitchell established lucrative bonus plans for the senior executives of 
National City Bank and NCC. Senior officers of both firms received fixed 
salaries, typically $25,000 per year. Under Mitchell’s bonus plans, the first 
8% of each firm’s annual net earnings were retained for the benefit of 
shareholders, and one-fifth of all net earnings above the 8% level were paid 
into a “management fund.” The management fund for each firm then 
distributed bonuses to qualifying senior executives. Mitchell received about 
40% of the bonuses paid by National City Bank’s fund and about 30% of 
the bonuses paid by NCC’s fund. Mitchell received $3.5 million in salary 


and bonuses from 1927 through 1929, while Baker received total 
compensation of $750,000 during the same period.“ 

National City’s executive committee approved the management bonus 
plans, but those plans were not disclosed to National City’s shareholders. In 
addition, National City arranged for the bonus payments to be distributed to 
its executives by two other New York banks so that National City’s staff 
would not be aware of the bonuses. Examiners in the Office of the 
Comptroller of the Currency discovered the bonus payments in 1925 but did 
not object to them. During the Senate committee’s investigation of National 
City in 1933, Ferdinand Pecora revealed the very large bonuses paid to 
Mitchell and his colleagues. That revelation triggered widespread public 
outrage.*° 

National City’s and NCC’s bonus plans created perverse incentives that 
encouraged Mitchell and other senior executives to assume greater risks in 
their pursuit of higher profits. As Pecora explained, the bonus plans made it 
“quite easy to understand the reckless, anything-for-a-profit mood in which 
the National City was operating. The officers had nothing to gain, and 
everything to lose, individually, by a conservative policy.” Top executives 
at each company knew they would receive only their salaries, without any 
bonuses, if their company produced net profits of less than 8% per year, 
because all of those earnings would go to the shareholders. In contrast, 
senior managers would collect one-fifth of any “superprofits” above 8% per 
year. Moreover, there were no clawback provisions requiring them to return 
their bonuses if their company subsequently suffered losses. In Pecora’s 
view, National City Bank and NCC gave their leaders “a gigantic, foolproof 
device for gambling freely with the stockholders’ money, taking huge 
profits when the gambles won, and risking not one penny of their own 
money if they lost.”4° 

During the Senate committee’s hearings in 1933, Mitchell tried to defend 
NCC’s bonus plan. He argued that the bonus plan created “an esprit de 
corps” among NCC’s top officers by giving them a personal “interest” in 
the efforts of their colleagues. He also contended that the bonus plan was 
necessary to “meet the competition of private [investment banking] 
partnerships” in attracting top executives. According to Mitchell, NCC’s 
leaders were “the equivalent of partners in a private banking or investment 
firm,” and it was therefore appropriate for them to receive “some share in 
the profits that they should make.”*” 


Mitchell’s testimony reflected the intense rivalry between securities 
affiliates of commercial banks and private investment banks, as well as the 
high-risk, high-reward culture that characterized both types of institutions 
during the 1920s. Mitchell admitted that he could “readily see” why 
outsiders might believe that NCC’s bonus plan “must have some influence” 
in encouraging aggressive risk-taking by NCC’s top executives. However, 
he said, “I do not recall seeing it operate that way.” Senator James Couzens 
(R-MI) responded to Mitchell by commenting, “You would not see it. Only 
the customers would see it after they had gotten the securities” sold by 


NCC.48 


During the 1920s, Mitchell built NCC into “the largest agency in the world 
for the distribution of securities to the public.”*? By 1929, NCC employed 
almost two thousand people and operated sixty-nine branch offices in fifty- 
eight cities across the U.S. NCC’s branches were linked by more than 
11,000 miles of private telegraph lines. NCC also offered investment 
services through National City Bank’s branches in New York City as well 
as the bank’s foreign branches around the world.°° 

NCC did not locate its sales offices on the upper floors of office 
buildings. Instead, NCC catered to the growing middle class by opening its 
offices “on the street level where people walked by.” According to a 1923 
magazine article, Mitchell instructed his sales agents that ordinary investors 
“were just waiting for someone to come and tell them what to do with their 
savings ... [Now] go down and tell them.” The article summarized 
Mitchell’s marketing philosophy as follows: 


Instead of waiting for investors to come, [Mitchell] took young men and women, gave them a 
training course in the sale of securities, and sent them out to find the investors. Such methods, 


pursued with such vigor and on such a scale, were revolutionary.”! 


Frederick Lewis Allen described Mitchell as a man with “inexhaustible 
energy ... There flowed from him the sort of vital personal force which 
enables a military commander to rally his men for a successful assault—a 
force [that he] directed into rallying bond salesmen.”°* Under Mitchell’s 
leadership, NCC sold $20 billion of securities to the public between 1922 
and 1932, either as the lead underwriter or as a participant in underwriting 


syndicates led by other firms.°? The securities sold by NCC included more 
than a fifth of all domestic and foreign bonds issued in the U.S. between 
1921 and 1929. NCC also sold common stocks to the public beginning in 
1927.4 

With $20 billion of sales, NCC was by far the largest distributor of 
securities to the public between World War I and the Great Depression. 
Chase National Bank’s securities affiliate and J. P. Morgan & Co. each sold 
about $6 billion of securities, Dillon, Read & Co. sold about $4 billion of 
securities, and Kuhn, Loeb & Co. sold a similar amount.” In Ferdinand 
Pecora’s view, NCC’s preeminence as a seller of securities was “a gigantic 
monument to Mr. Mitchell’s supersalesmanship, his limitless energy, and 
driving genius.”°° Edmund Wilson similarly described Mitchell as “the 
banker of bankers, the salesman of salesmen, the genius of the New 
Economic Era,” a man who “blazed like the great central source of the 
energy and heat of the boom.” 

Mitchell’s unfailing belief in the continued success of National City and 
the American economy earned him the nickname “Sunshine Charley.”°” 
When National City announced its decision to begin selling common stocks 
in February 1927, Mitchell declared that it was time for the American 
public to “invest in progress instead of merely in static wealth” offered by 
bonds. According to Mitchell, National City’s “new policy” of selling 
common stocks reflected the bank’s “faith in the future, faith in the 
reliability of conservative financial analysis, faith in progress and faith in 
America and the continued and steady advance of modern civilization.”°® 

Mitchell recognized that National City’s success depended on 
maintaining the trust of unsophisticated investors, including middle-income 
families, professionals, smaller business firms and nonprofits, and small 
correspondent banks.°? In his lecture to a class of trainees in March 1919, 
Mitchell stressed the importance of building on the customer goodwill that 
National City Bank and NCC established through their sales of Liberty 
bonds. Mitchell told the trainees that ordinary investors could not be 
expected to evaluate the risks of corporate and foreign bonds. Accordingly, 
to “fulfill our trust” and maintain the “confidence” of customers, National 
City Bank and NCC must sell investments that were suitable for their 
needs: 


We have gained the confidence of the investor and we are building our institution upon that 
confidence. We want the public to feel safe with us. We are going to make more exacting our 
yard-stick, because the small investor who buys from us today a thousand or a five hundred 
dollar bond is not in a position to know whether that security is good or not and must rely on us. 
... [W]e recognize that as between ourselves and this small investor, the law of caveat emptor 
cannot apply, and that if we are to fulfill our trust, we must supply that which means safety and 


a reasonable return to him.°? 


NCC used mass marketing techniques that Mitchell had perfected during 
the Liberty bond drives. NCC’s sales literature sought to win the trust and 
confidence of investors. NCC’s advertising “assured prospective investors 
that if they saved, it would advise them how to invest,” and NCC would 
only sell them securities that received NCC’s “seal of approval” after 
careful study by its research staff.°! One NCC advertisement stated that 
investors “should not try to decide alone” and instead should rely on “the 
considered opinion of a world-wide investment organization ... National 
City[’s] judgment as to which bonds are best for you is based on both strict 
investigation of the security and analysis of your own requirements.”°7 

Another NCC advertisement stated, “Only when the facts indicate sound 
values are we willing to say, ‘This bond meets our standard—we 
recommend it.’ ”©* A third advertisement assured investors, “When you buy 
a bond recommended by [NCC], you may be sure that all the essential facts 
which justify [NCC’s] confidence in the investment are available to you.” 

However, NCC’s single-minded drive to become the largest global seller 
of securities resulted in a marked departure from Mitchell’s avowed 
principles of trust, suitability, and full disclosure. Under the direction of 
Mitchell and Hugh Baker, NCC sent out a steady stream of sales “flashes” 
to its branch offices over NCC’s network of private wires. Those “flashes” 
recommended securities currently being offered for sale by NCC and 
promised cash rewards and other incentives to sales agents who met their 
goals. From 1927 to 1929, the “new sales department” of NCC furnished 
the names of more than 220,000 prospective customers to its sales agents, 
and many of those names were drawn from tax lists and automobile 
registration lists. Employees of National City Bank routinely referred 
depositors to NCC’s sales agents if the depositors asked about 
investments.°° 

Julian Sherrod, who worked for NCC as a sales representative during the 
1920s, later described the relentless pressure that NCC’s managers imposed 


on him and his colleagues: 


All day long the message was the same—hurry up, hurry up, hurry up—send some orders. ... 
When things slowed up a little, some genius would hatch up a contest of some kind and then we 
would be under extra pressure from every direction sometimes for weeks. 


Sherrod admitted that his typical customer “did not know what he was 


buying, and I did not know what I was selling. I was just merchandising.”°° 
Sales agents who failed to meet their goals were shamed or fired. In a 
telegram sent to NCC’s sales force, Mitchell warned: 


I should hate to think there is any man in our sales crowd who would confess to his inability to 
sell at least some of any issue of either bonds or preferred stocks that we think good enough to 


offer. In fact, this would be an impossible situation and, in the interest of all concerned, one that 


we would not permit to continue.®” 


Mitchell did not adhere to his professed standards of trust and suitability 
even when he dealt with National City’s shareholders and employees. 
Mitchell arranged a series of transactions that misled shareholders and 
inflicted grievous losses on many of them. The first transaction arose out of 
National City’s continuing struggles with its legacy of defaulted Cuban 
sugar loans. As described in Chapter 1, National City held more than $30 
million of nonperforming Cuban loans on its books in early 1927. 
Examiners in the Office of the Comptroller of the Currency repeatedly 
criticized those loans. To address the Cuban loan problem, National City 
Bank sold $50 million of newly issued stock to its shareholders in February 
1927. Half of those funds were added to the bank’s capital, and the other 
half were added to NCC’s capital. NCC immediately invested its $25 
million of new capital in General Sugar Corporation, an affiliate of NCC 
that owned National City Bank’s Cuban sugar properties. General Sugar 
promptly paid $21 million in cash and issued $11 million in promissory 
notes to acquire National City Bank’s portfolio of delinquent Cuban loans, 
thereby transferring the loans from the bank’s books to NCC’s accounts. 
However, NCC and General Sugar could not resolve the Cuban loan 
problem. At the end of 1931, NCC wrote down its entire investment in 
General Sugar to $1, thereby creating a large loss for National City’s 


shareholders. ©? 


As Michael Perino observed, the General Sugar transaction “neatly 
excised the Cuban debt from [National City Bank’s] books and placed it in 
[NCC], with the bank’s shareholders picking up the tab.” Shareholders who 
bought the $50 million of newly issued National City Bank shares in 1927 
were not told that half of their investment would be used to finance NCC’s 
investment in General Sugar as well as General Sugar’s acquisition of the 
nonperforming Cuban loans. When Ferdinand Pecora pressed Mitchell on 
that issue, Mitchell responded, “I hardly think there was any necessity” for 
such disclosure.©? As Perino explained, Mitchell had a powerful motive for 
hiding the General Sugar deal from National City’s shareholders: 


Mitchell was clearly using [NCC] to obscure [National City Bank’s] mistakes, both to outsiders 
and to the bank’s own shareholders. As Mitchell confided to one of his bond salesmen, “We 


wash our dirty linen on the back porch rather than the front porch.””° 


After National City Bank and NCC transferred the troubled Cuban loans 
to General Sugar, they launched a vigorous campaign to pump up the bank’s 
stock price and attract new investors. In January 1928, National City Bank 
delisted its stock from the New York Stock Exchange (NYSE) and moved 
its stock to the “curb exchange” (an alternative market operated by 
securities brokers). The curb exchange had more lenient rules and allowed 
NCC to exercise greater control over trading operations in National City’s 
stock.’' NCC promptly began a massive trading program in National City’s 
stock to raise its market price and recruit a larger group of shareholders. 
NCC bought shares of National City stock on the curb exchange, either 
directly or through brokers, and resold those shares to other investors. By 
the end of 1930, NCC had purchased and resold almost two million shares 
of National City stock, for which investors paid about $650 million. In 
addition, National City Bank and NCC increased their capital by selling 
$140 million of newly issued National City shares in 1928 and 1929. The 
number of National City shareholders increased from fewer than 16,000 in 
1927 to almost 80,000 at the end of 1930.” 

National City Bank and NCC wanted to attract more shareholders to 
create “more business opportunities” and “more prospective customers” for 
the financial services they offered. In February 1929, National City Bank 
arranged a 5-for-1 stock split, in which five new shares of National City 
stock were issued in exchange for each existing share. The stock split was 
designed to reduce the market price of National City’s stock so that it would 


be “within the reach of the smaller investor.” Depositors who asked 
employees of National City Bank or NCC for investment advice were 
frequently encouraged to buy National City stock. NCC also urged many of 
its customers to sell other securities from their portfolios and invest the 
proceeds in National City stock. NCC offered special commissions to 
reward sales representatives who sold National City stock. National City 
Bank supported NCC’s trading program by providing short-term loans to 
NCC and associated brokers who purchased NCC’s shares.” 

NCC’s trading campaign helped to boost National City’s stock price from 
$780 per share in January 1928 to $2,900 per share in the fall of 1929 
(adjusted for the 5-for-1 stock split). At that point, National City’s stock 
price was equal to 120 times its annual earnings and 13 times its book 
value. Following the stock market’s crash in October 1929, National City’s 
stock price plummeted by more than 90% to $200 per share in early 1933.”4 
The Senate committee investigating National City in 1933 received many 
letters from individuals who suffered heavy losses from their investments in 
National City stock. One woman wrote that NCC’s sales representatives 
persuaded her to sell her entire portfolio of government bonds and reinvest 
all of the proceeds in National City stock. After the stock price collapsed, 
she wrote to Mitchell to complain. He replied that he was “sorry” for her 
loss, but she “shouldn’t have gambled.””° 

National City Bank created a stock purchase plan for its high-ranking 
officers in February 1927, after it addressed the Cuban loan problem and 
before NCC began its massive campaign to pump up the bank’s stock price. 
National City Bank also established a stock purchase plan for its ordinary 
employees in December 1929, after the stock market crashed and after 
National City’s stock price had already declined by more than half from its 
peak. Employees bought 60,000 shares of National City stock under the 
program at prices ranging from $1,000 to $1,100. Many employees 
purchased their shares under a four-year installment plan, which deducted 
monthly payments (with 5% interest) from their paychecks. The difference 
in timing between the two programs showed that National City wanted to 
offer its senior executives an extraordinary opportunity to make profits 
during NCC’s upcoming trading campaign, while it later encouraged its 
employees to buy stock in a vain effort to prop up the bank’s falling stock 
price.’© 


After the stock market crashed, National City Bank provided $2.4 million 
of interest-free “morale” loans to its high-ranking officers to enable them to 
hold on to their bank shares despite the plunging stock price and margin 
calls. Those executives ultimately paid off only 5% of their morale loans. 
National City Bank transferred the unpaid morale loans to NCC in 
December 1930, and NCC either wrote the loans off or did not try to collect 
them.’” 

In stark contrast, National City Bank rigorously enforced the installment 
stock purchase contracts signed by its ordinary employees in December 
1929. Many employees were still paying off their loans (with interest) in 
1933, and the remaining obligations for most employees were much larger 
than the value of their shares. Ferdinand Pecora remarked, “Mr. Mitchell 
and his colleagues seem at times to have been no more concerned about 
protecting the interests of the rank-and-file employees than they were to 
protect the interests of the rank-and-file stockholders or the public.” One 
newspaper commented that National City’s forgiveness of its morale loans 
for senior executives stood “in ugly contrast with the manner in which the 
same Officials are still compelling their lower-caste employees to repay 
loans for similar purposes ... There can be no sympathy with men who do 
such things.””® 


Chase National Bank and its securities affiliate, Chase Securities 
Corporation (CSC), represented the second most important U.S. universal 
bank during the 1920s. Albert Wiggin was the “active head and guiding 
spirit” of both units, and he “dominated [Chase] as overwhelmingly as 
Mitchell dominated the National City.””? Like Mitchell, Wiggin achieved 
personal success through exceptional ambition and enterprise. After 
working for several other banks, Wiggin joined Chase National Bank as a 
vice president and director in 1904. He became president of the bank in 
1911 and chairman of the bank in 1918.°° 

In 1929, examiners from the Office of the Comptroller of the Currency 
called Wiggin “the most popular banker in Wall Street.” Like Mitchell, 
Wiggin received extensive press coverage, and the public viewed both men 
as preeminent Wall Street leaders. Both men “radiated an air of 


confidence,” and Pecora described them as “shrewd, aggressive men intent 
on pursuing success with as few distractions as possible.”°! 

Wiggin was determined to build Chase into a full-service financial giant 
that could compete on equal terms with National City.°* He pursued a 
growth and diversification plan for Chase that mirrored Mitchell’s strategy 
for National City. By 1920, Chase offered a full range of financial services 
to its business and retail customers.®° Chase acquired six other New York 
City banks during the 1920s, and its assets doubled from $560 million in 
1919 to $1.12 billion in 1929. In 1930, Chase entered into a megamerger 
with the Equitable Trust Company. That merger created a $2.65 billion 
institution that surpassed National City Bank as the largest U.S. bank.*4 

Following National City’s example, Chase National Bank organized CSC 
as a securities affiliate in 1917 to expand Chase’s capacity to underwrite 
and trade in securities. At first, CSC distributed securities on a wholesale 
basis to correspondent banks, securities dealers, and other institutional 
investors. In 1927, Wiggin diversified CSC’s operations to include retail 
sales of securities to individual customers. CSC quickly built a network of 
domestic and foreign branch offices that rivaled NCC’s far-flung system of 
branches. In 1930, CSC acquired the Harris Forbes securities firm and 
thereafter operated more than fifty domestic sales offices as well as several 
foreign offices. CSC sold more than $6 billion of securities, with most of 
those sales occurring between 1927 and 1930.®° 

Chase also imitated National City by conducting a massive trading 
program to pump up its stock price. Like National City, Chase delisted its 
stock from the NYSE in January 1928 and moved its stock to the curb 
exchange so that CSC and another affiliate (Metopan Securities Corp.) 
could more easily manage their trading campaign in Chase’s stock. Like 
National City, Chase arranged a 5-for-1 stock split to reduce the market 
price of its shares and encourage a “wider distribution” of its stock to small 
investors.°° 

CSC organized eight trading pools, which bought and resold $860 
million of Chase National Bank stock between 1927 and 1931. Chase 
National Bank provided loans to CSC and Metopan to support their 
purchases of Chase stock on the curb exchange. As a result of CSC’s and 
Metopan’s trading campaigns, the number of Chase’s shareholders grew to 
89,000, and the market price for Chase stock rose from $575 per share in 


1927 to $1,125 per share in 1929 (adjusted for the 5-for-1 stock split). At 
that point, Chase’s stock price was equal to sixty-two times its annual 
earnings and more than four times its book value. After the stock market 
crashed, the price of Chase stock fell by more than 90% to $89 per share in 
1933.8” Thus, Chase shareholders who bought their stock at the peak of the 
stock market boom in 1929 suffered investment losses similar to their 
National City peers. According to Barrie Wigmore, the common stocks of 
National City and Chase were “probably the most overvalued stocks in the 
market” in 1929.°° 

At the end of 1927, Chase National Bank and CSC created a stock 
purchase program that gave their ordinary employees the opportunity to buy 
Chase stock and pay for their purchases under a five-year installment plan. 
However, participating employees purchased their stock at an unfavorable 
price that was, $100 per share above the existing market price for Chase 
stock. Like National City and NCC, Chase and CSC rigorously enforced 
their ordinary employees’ installment purchase contracts. Many Chase and 
CSC employees were still paying off their installment obligations with 
interest in 1933, even though the value of their Chase stock had fallen far 
below their original purchase price.®? The extent to which National City and 
Chase followed parallel policies that took unfair advantage of their 
shareholders and ordinary employees was both remarkable and chilling. 


NCC and CSC also engaged in speculative trading in the stocks of 
numerous client companies, and they sold large blocks of shares in those 
companies to the public. NCC’s and CSC’s trading and selling operations 
produced handsome profits for them, their top executives, and key insiders 
of their client companies, but inflicted significant losses on many public 
investors. 

In late 1928 and early 1929, NCC participated in three syndicates that 
traded in the stocks of a subsidiary of Anaconda Mining and two other 
copper mining companies that Anaconda wanted to acquire. Anaconda’s 
two top executives participated in those trading syndicates. The syndicates 
completed their operations in early 1929, producing substantial profits for 
all participants (including NCC, Charles Mitchell, and other senior 


executives of NCC). Shortly thereafter, Anaconda acquired the other two 
mining companies, and Mitchell joined Anaconda’s board of directors.?° 

In August 1929, NCC launched an aggressive campaign to sell Anaconda 
shares to the public. During the next two months, NCC sold more than 1.3 
million shares of Anaconda stock to public investors at an average price of 
$120 per share. NCC pursued its public sales of Anaconda shares at a time 
when NCC knew (but did not disclose) that the market price for copper had 
recently fallen from 24¢ per pound to 18¢ per pound. When questioned by 
Ferdinand Pecora about why NCC sold the public so many shares of 
Anaconda stock, Mitchell replied, “It became our duty, or so we conceived 
it, so long as our customers viewed that stock as an investment stock, to buy 
in the market and to sell additional shares to them.” In other words, NCC 
kept selling as long as its customers were willing to buy Anaconda stock at 
prices that were favorable to NCC. NCC ultimately made a profit of more 
than $20 million on its purchases and resales of Anaconda stock. After the 
stock market crashed, Anaconda’s stock price fell by more than 90%, to $7 
per share in 1933. NCC’s campaign to market and sell Anaconda stock was 
similar to other sales campaigns managed by NCC.%! 

Similarly, CSC organized two trading syndicates for the stock of Sinclair 
Oil in 1928. One of Albert Wiggin’s family corporations and several of 
Sinclair’s senior officers and directors participated in those syndicates. The 
two syndicates bought and sold nearly 2.5 million shares of Sinclair stock 
and earned almost $13 million of profits for CSC and the other participants. 
Chase National Bank supported the acquisition of Sinclair stock by 
providing a short-term loan of $12 million to the two syndicates. The 
syndicates sold Sinclair stock to the public at an average price of $38 per 
share. By 1933, the market price of Sinclair stock had fallen by more than 
two-thirds, to $12 per share.9* CSC participated in more than thirty other 
trading syndicates between 1928 and 1932. In Pecora’s view, CSC’s trading 
syndicates were “raiding expeditions in the market in the spirit of the 
times,” which indicated CSC’s willingness to exploit “the speculative 
frenzy ... for its own profit.”?° 


National City Bank and Chase National Bank were the preeminent 
American universal banks of the 1920s. They served as models for other 


large urban banks, which also grew rapidly during the 1920s by acquiring 
other banks, opening branches, and establishing securities affiliates.°* After 
completing major acquisitions in 1929, the two biggest Chicago banks 
(Continental Illinois and First National Bank of Chicago) ranked among the 
nation’s ten largest banks. They “towered over the Chicago money market 
like giants” and accounted for “about half the banking business transacted 
in the city.”?° 

Many large urban banks established securities affiliates that sold 
securities (including the stocks of their affiliated banks) to institutional and 
retail investors. In addition to National City, Chase, and the two biggest 
Chicago banks, the most important metropolitan banks with securities 
affiliates were the two largest New York trust companies (Guaranty Trust 
Company and Bankers Trust Company), the First National Bank of Boston 
(which acquired the Old Colony Trust Company and its securities affiliate 
in 1930), and Bank of America. Bank of America operated the largest 
network of branches in California, and it also controlled a commercial and 
investment banking organization in New York City between 1928 and 
1931.°° 

To circumvent restrictions on bank branching under federal and state 
laws, bank executives organized bank holding companies as well as 
banking chains (groups of banks owned by the same shareholder or group 
of shareholders). The resulting banking groups dominated several regional 
financial centers in the U.S., including Cleveland and Detroit. At the end of 
1929, 330 bank holding companies controlled more than 2,000 banks.” 
Many of the largest bank holding companies established securities affiliates 
to provide investment banking services to customers of their subsidiary 
banks. Those securities affiliates frequently sold stock of the parent holding 
companies to the public to finance the holding companies’ acquisitions of 
additional banks.?° 

The investment banking firm of Caldwell and Company in Nashville, 
Tennessee, controlled the largest chain of southern banks. Caldwell and 
Company was called “the Morgan of the South,” and it was the leading 
underwriter of municipal, real estate, and industrial bonds in the South 
during the 1920s.22 As described in Chapter 5, losses from securities 
activities played a significant role in the failures or near-failures of 


Caldwell and Company and several other large banking organizations with 
securities affiliates during the Great Depression. 


The securities underwritten during the 1920s by investment banks and 
securities affiliates of commercial banks included $4 billion of real estate 
bonds. Real estate bonds represented an early form of securitized 
commercial real estate debt. Special-purpose corporations issued real estate 
bonds that investment and commercial banks sold to investors to finance the 
construction or renovation of apartment buildings, office buildings, hotels, 
retail stores, and other commercial properties. Each bond was backed by 
mortgages on a single commercial property or a small group of properties. 
Real estate bonds were sold in denominations ranging from $100 to $1,000, 
and unsophisticated investors purchased most of those bonds.!°° 

Buildings in New York City and Chicago accounted for half of the real 
estate bonds issued in the U.S., while Detroit (with its boom in automobile 
production) had the third-largest number of buildings financed by real estate 
bonds. Many prospectuses for real estate bonds contained false or 
misleading information, including inflated appraisals of property values and 
unrealistic projections of future rental income. The quality and performance 
of real estate bonds steadily declined as the commercial real estate boom 
reached its peak between 1924 and 1928. More than two-thirds of all real 
estate bonds defaulted by 1931, and 95% of those bonds defaulted by 
1936.'°! Banks and other investors who held substantial amounts of real 
estate bonds suffered heavy losses during the Great Depression.!" 

The real estate bonds and debentures underwritten by Chase Securities 
Corporation for the Lincoln Forty-Second Street Corporation (LFSSC) 
provided typical examples of the poor quality and disastrous performance 
of most real estate bonds sold during the late 1920s. LFSSC was organized 
in early 1928 to build a new fifty-three-story office building on 42nd Street 
in New York City. An underwriting group led by CSC sold more than $17 
million of LFSSC’s bonds and debentures to the public in May 1928. CSC’s 
prospectuses stated that the new building would be “one of the tallest and 
most imposing structures in the city” and “one of the finest office buildings 
in the country.” The prospectuses assured investors that “demand for high 
grade office building space and for shops and stores in this very accessible 


location has been definitely established.” The prospectuses also said that 
projected rental revenues would easily cover the required annual debt 
service payments on the bonds and debentures.!°° 

CSC’s prospectuses did not disclose that two of Chase National Bank’s 
directors opposed CSC’s involvement in the project and that a Chase officer 
questioned the project’s viability. Due to falling demand for office space in 
New York City after the stock market crash, the new building signed leases 
for only half of its offices. LFSSC defaulted on its bonds and debentures in 
1931. At the foreclosure sale in July 1933, CSC made the highest bid and 
purchased the building for $4.75 million, less than a fifth of its original 
appraised value. LFSSC’s bondholders recovered less than 40% of their 
investments, and LFSSC’s debenture holders lost all of their investments.!°* 


The issuance of real estate bonds accounted for about one-fifth of the 
tremendous surge in real estate debt after World War I. The total amount of 
urban nonfarm mortgages (including commercial real estate loans) more 
than tripled from $10 billion in 1919 to $32 billion in 1930. Commercial 
banks, savings banks, building and loan associations, and life insurance 
companies greatly expanded their real estate lending and held about $24 
billion of urban nonfarm mortgages in 1930.1 

The remaining $8 billion of mortgages were held by (or for the benefit 
of) individual investors, including investors who bought real estate bonds 
and mortgage guarantee participation certificates.!°° Like real estate bonds, 
mortgage guarantee participation certificates were an early form of 
securitized real estate debt. Most of those certificates defaulted along with 
real estate bonds during the 1930s.!°” Thus, securitized real estate 
investments sold by private issuers in the 1920s were as disastrous for 
investors as the private-label securitizations of residential mortgages proved 
to be during the financial crisis of 2007—09.1°8 

The dramatic growth of real estate lending during the 1920s was spurred 
by a sharp rise in demand by individuals and families for homes and 
apartments, by travelers for hotel rooms, and by business firms for offices 
and production facilities. The feedback loop between growing demand and 
the surge in real estate loans fueled a large boom in residential and 
commercial real estate. More than $100 billion was spent on private and 


public construction projects between 1919 and 1929, including $40 billion 
for building more than seven million housing units. Construction of one-to- 
four-family homes peaked in 1925 and declined thereafter. In contrast, real 
estate owners and developers continued to build new apartment buildings, 
hotels, office buildings, and manufacturing facilities at a rapid pace until 
1929.1 

Between 1922 and 1931, developers constructed 235 buildings taller than 
70 meters in New York City, a higher number than in “any other ten-year 
period before or since.” The scramble by developers to build skyscrapers 
responded to investors’ enthusiastic demand for real estate bonds. As one 
study observed, “Investors’ appetite for real estate securities ... created an 
incentive for developers to build big.”'!° In late 1928, John J. Raskob, the 
Democratic Party’s national chairman, announced his plan to build the 
Empire State Building as a “monument” to “the American way of life that 
allowed a poor boy to make his fortune on Wall Street.”'!! In early 1931, 
when the Empire State Building was completed, “there were apple salesmen 
shivering on the curbstone below. Yet it was none the less a monument to 
the abounding confidence of the days in which it was conceived.”!! 

Chicago enjoyed a comparable real estate boom, financed in part by the 
issuance of $800 million of real estate bonds. During the mid-1920s, “new 
office buildings soared upwards to the sky” in Chicago, and “there was a 
rapid increase in the number of apartment houses.”!!* Developers 
constructed more than 85,000 new buildings in Chicago during the six-year 
period ending in 1927.!'4 

The real estate financing boom reached its peak in most areas of the 
country by 1927 or 1928, lost steam in 1929, and collapsed thereafter.!!° 
The financing boom of the 1920s produced an oversupply of housing units 
and commercial buildings in many large cities as well as suburban areas and 
towns.!!© A contemporary observer reported that Chicago’s suburbs were 
scarred by “unfinished buildings [that] towered gaunt against the skyline ... 
while the grass-covered streets of [unfinished] real-estate developments ... 
were even more numerous.”!!” Writing in 1931, Frederick Lewis Allen 
commented: 


Many suburbs were plainly overbuilt; as one drove out along the highways, one began to notice 
houses that must have stood long untenanted, shops with staring vacant windows, districts 
blighted with half-finished and abandoned “improvements”; one heard of suburban apartment 
houses which had changed hands again and again as mortgages were foreclosed, or of 


householders in uncompleted subdivisions who were groaning under a naively unexpected 
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burden of taxes and assessments. 
In 1933, the Senate Banking Committee determined that an “immense 
increase in the volumes of real-estate bond issues and of real-estate 
mortgages in banks and [other] financial institutions” produced many 


“overbuilt” real estate markets by 1929.''9 Modern scholars have agreed 


with that assessment.!2? 


The real estate financing boom and the rapid growth in consumer credit 
during the Roaring Twenties left many American households in a highly 
vulnerable position at the end of the decade. The ratio of mortgage debt to 
household wealth for nonfarm families nearly tripled, rising from 10% to 
almost 30% between 1920 and 1930.!*! Most home mortgages—including 
those made by banks—carried a significant risk of default because they had 
relatively short terms (typically five years or less), provided for payment of 
only a small percentage of the principal during their terms, and required a 
large balloon payment of principal upon maturity. More than half of 
homeowners with first mortgages also took out second mortgages to finance 
their down payments. Second mortgages usually had short terms of one to 
three years and required borrowers to pay high interest rates. Homeowners 
who could not repay or refinance their first or second mortgages when they 
came due during the Depression were faced with the unenviable choice of 
selling their homes into a falling market or defaulting.'** 

Many households took on large amounts of installment debt and other 
consumer credit to finance purchases of automobiles, appliances, radios, 
and home furnishings during the 1920s. The ratio of consumer nonmortgage 
debt to total household income nearly doubled between 1920 and 1930, 
growing from 4.7% to 9.3%.!*9 Total U.S. household debt equaled almost 
100% of annual U.S. output in the early 1930s, a level not surpassed until 
the eve of the global financial crisis of 2007—09.!*4 


The U.S. business sector was also vulnerable in 1930, after firms 
assumed large debt obligations during the credit boom of the 1920s. 
Corporate debt rose by 68% between 1919 and 1929, a growth rate 
comparable to the 64% increase in individual and noncorporate debt during 
the same period. At the end of 1929, total private sector debt equaled nearly 
160% of U.S. gross national product (GNP), compared with 116% of GNP 
in 1919.1*° 

The federal government’s outstanding debt declined during the 1920s, as 
Andrew Mellon (Secretary of the Treasury under Harding and Coolidge) 
focused on paying off the nation’s wartime loans.'*° However, state and 
local government debt more than doubled in amount and rose from 6.5% to 
13.2% of GNP between 1919 and 1929.'*’ As a result of massive increases 
in private sector debt and state and local obligations during the 1920s, the 
U.S. faced an annual debt service ratio equal to 9% of GNP in 1929. In 
contrast, Canada’s annual debt service ratio in 1929 was only 3.9% of 
GNP.!78 

Thus, a credit boom of historic proportions financed the prolonged 
expansion of the U.S. economy during the 1920s. That credit boom was 
fueled in substantial part by large commercial banks, which greatly 
expanded their loans collateralized by real estate and securities, and also 
competed vigorously with investment banks to underwrite debt securities 
for corporations and state and local governments.!*? The enormous 
expansion of U.S. domestic credit during the 1920s became a “credit boom 
gone wrong” when financial conditions deteriorated rapidly following the 
stock market crash in October 1929.!°° 


3 
Foreign Affairs 


Sales of Risky Foreign Bonds by Universal Banks Produced a 
Hazardous Foreign Lending Boom 


During the financial euphoria of the 1920s, American commercial and 
investment banks aggressively competed to sell foreign bonds to U.S. and 
overseas investors. Commercial and investment banks sold more than $12 
billion of foreign bonds between 1919 and 1930, with the USS. 
government’s strong encouragement. The Harding and Coolidge 
administrations believed that foreign bond offerings by U.S. banks would 
support postwar recovery in Europe and promote economic development in 
Asia and Latin America. Federal officials hoped that economic growth in all 
three regions would improve international political stability and stimulate 
greater demand for U.S. agricultural products and manufactured goods.! 
U.S. commercial and investment banks arranged successful offerings of 
foreign bonds in the early 1920s and greatly expanded their sales of foreign 
bonds between 1924 and 1928.? In February 1924, J. P. Morgan & Co., 
Kuhn, Loeb & Co., National City Bank, and First National Bank of New 
York promoted a public offering of $150 million of Japanese government 
bonds to American investors. The U.S. government publicly expressed its 
strong support for the offering. At the same time, Morgan Grenfell and 
other British merchant banks marketed a smaller amount of Japanese 
government bonds in London. The New York Herald Tribune hailed the 
New York offering of Japanese bonds as “the largest long-term foreign 
bond issue ever floated in the United States.” According to the Herald 
Tribune, the offering of Japanese government bonds demonstrated 
“America’s newly acquired position of banker for the world.” In contrast, 
“London for the first time on record definitely takes a secondary position to 


New York.”’ The Japanese bond offering was a harbinger of the great 
onrush of foreign bond sales that occurred between 1924 and 1928.* 

The U.S. could act as “banker for the world” during the 1920s because it 
emerged from World War I as the largest creditor nation and the strongest 
economic power on the globe. U.S. armed forces suffered relatively low 
casualties during the war, and America’s labor force was essentially intact 
when the war ended. U.S. industrial and agricultural output expanded 
steadily between 1914 and 1919 to satisfy enormous demands for wartime 
supplies, first from Allied nations and then from U.S. military forces. At the 
war’s outbreak in 1914, U.S. annual GDP was about the same as the 
combined GDPs of Britain, France, and Germany. By 1919, the U.S. 
economy had grown 50% larger than the combined economies of those 
three nations.° 

The U.S. economy’s impressive growth and America’s status as a safe 
haven from the European war zone attracted large inflows of gold. Gold 
reserves were a leading indicator of national economic strength under the 
international gold standard that most developed nations adhered to prior to 
World War I. The gold standard determined currency exchange rates among 
member nations based largely on their comparative gold reserves. Countries 
that were members of the gold standard club were obliged to convert their 
currencies into gold based on internationally agreed exchange rates. 
Member countries could not unilaterally decide to devalue their currencies. 
The central banks of member nations worked cooperatively to maintain the 
stability of exchange rates or to make mutually agreed adjustments to those 
rates.° 

In 1914, the U.S. held $2 billion of gold, compared with $3 billion held 
collectively by Britain, France, and Germany. Britain, France, and Germany 
suspended the gold standard during World War I because of their need to 
issue massive volumes of government bonds to finance their huge wartime 
budget deficits. In contrast, the U.S. decided to remain on the gold standard 
during the war, and that decision encouraged European investors to move 
gold and other assets to the U.S. By 1923, the U.S. held more than $4 
billion of gold reserves, while the combined gold reserves of Britain, 
France, and Germany dropped to less than $2 billion.’ 

Millions of British, French, and German soldiers died or were disabled 
during the war, and the economies of all three countries suffered major 


disruptions. After the war, Britain, France, and Germany struggled to cope 
with wartime debts that collectively topped $90 billion. The U.S. 
government lent $12 billion to the Allied powers during the war, including 
$5 billion to Britain and $4 billion to France. Private American investors 
bought over $2 billion of British and French war bonds. Both the U.S. 
government and private investors expected the Allies to repay those debts 


after the war ended.® 


The daunting challenges posed by Allied and German war debts were 
compounded by Germany’s obligation to pay war reparations. The Treaty of 
Versailles required Germany to pay reparations to the Allies in the same 
way that France paid reparations to the victors after the defeat of Napoleon 
in 1815 and after the Franco-Prussian War in 1871. The U.S. did not seek 
reparations from Germany, but it refused to forgive its loans to the Allies or 
to accept payments of German reparations in satisfaction of those loans. 

The Allies insisted on collecting German reparations to finance their debt 
payments to the U.S., while Germany strongly opposed the Allies’ 
demands. Germany’s opposition to reparations was a significant motivating 
factor behind its government’s decision to allow rapid inflation during the 
early 1920s. Hyperinflation resulted in a massive depreciation of 
Germany’s currency, which destroyed Germany’s ability to pay reparations. 
In response to Germany’s nonpayment of reparations, French and Belgian 
troops occupied the Ruhr in January 1923.9 

Hyperinflation severely damaged German industry and commerce, and 
the French and Belgians gained little from occupying the Ruhr. Germany 
and the Allies were therefore willing to address the twin problems of 
hyperinflation and reparations by the autumn of 1923. Germany introduced 
a credible new currency (the Rentenmark) in November, which ended its 
inflationary spiral. Soon thereafter, the Allies and Germany agreed to meet 
in Paris to discuss reparations. !° 

The Harding and Coolidge administrations followed a policy of 
ostensible “neutrality” with respect to Europe’s postwar problems. 
Accordingly, the U.S. sent a delegation to the Paris conference that included 
prominent business executives and bankers rather than government 
officials. The U.S. delegation was led by Charles Dawes (a well-known 


Chicago banker) and Owen Young (the president of General Electric). 
Dawes and Young received unofficial support and encouragement for their 
efforts from President Coolidge and Secretary of State Charles Evan 
Hughes." 

Dawes and Young proposed a temporary fix rather than a permanent 
solution to the reparations problem. Under the “Dawes Plan,” as adopted in 
1924, the Allies and Germany established an interim five-year schedule for 
reparations payments. During that time, Germany’s annual payments would 
gradually rise from $250 million to $600 million. In return, France and 
Belgium agreed to withdraw their troops from the Ruhr. To monitor 
Germany’s compliance, the Allies appointed S. Parker Gilbert, a senior U.S. 
Treasury official, to act as “agent general” in overseeing the German 
government’s collection of revenues and payment of reparations. Gilbert 
became the de facto “economic czar” of Germany, and he supervised 
Germany’s payment of almost $2 billion in reparations between 1924 and 
1929.12 

The Dawes Plan included a $200 million loan to Germany, which helped 
to finance Germany’s first payment of reparations under the plan. The 
British and French governments extended the loan in partnership with U.S. 
banks. As security for the loan’s repayment, Germany gave the lenders a 
first lien on specified government revenues, including income from 
Germany’s state railways. A syndicate of American banks, led by J. P. 
Morgan & Co. and National City Bank, agreed to underwrite $110 million 
of the Dawes Plan loan.!* 

The American banks launched an ambitious bond marketing campaign to 
finance their portion of the Dawes Plan loan. The Dawes Plan bonds carried 
an effective yield of 7.6%, which was substantially higher than the yields 
available on medium-grade U.S. corporate, state, and municipal bonds. The 
syndicate’s campaign included a speech by President Coolidge, who urged 
Americans to buy Dawes Plan bonds to support Germany’s economic 
recovery and increase German demand for American goods. The Dawes 
Plan campaign resembled the wartime Liberty bond drives, and American 
investors eagerly purchased the Dawes Plan bonds.!* 

The Dawes Plan provided that Germany’s debt service payments on the 
Dawes Plan loan would receive priority over other German foreign 
obligations, including reparations payments. That provision—known as 
“transfer protection”’—created a widely shared (but mistaken) assumption 


that the same priority would also apply to other foreign loans to Germany. 
The success of the Dawes Plan loan, and the assumption that subsequent 
loans to Germany would also receive priority treatment, encouraged an 
inflow of $3 billion of credit into Germany from New York, London, and 
other financial centers between 1924 and 1928. U.S. and British officials 
hoped that the large infusion of foreign credit would boost Germany’s 
economy and generate the necessary tax revenues to cover German 
reparations. !° 

German officials welcomed the influx of foreign loans, but for a very 
different reason. German leaders believed that foreign lenders would 
eventually become “hostages” to Germany’s ability to pay its foreign debts, 
and foreign lenders would therefore join Germany in pressing the Allies to 
reduce or eliminate Germany’s reparations burden.'° Thus, the Dawes 
Plan’s short-term success was more apparent than real. The plan did not 
soften Germany’s vehement opposition against the Allies’ demands for 
reparations. }” 


The Dawes Plan did not solve the reparations problem, but it did enable 
Germany to return to the gold standard in 1924. Political leaders and central 
bankers in the U.S., Britain, France, Germany, and many other countries 
wanted to restore some version of the international gold standard that most 
developed countries had followed before 1914. During World War I, the 
need to finance huge wartime budget deficits drove many nations off the 
gold standard. In 1919, only the U.S. and four small countries (whose 
economies were closely tied to the U.S.) remained on gold.'® 

More than forty nations joined a new gold exchange standard that was 
established during the 1920s. Supporters of the new standard wanted to 
impose fiscal discipline on the governments of member countries, stabilize 
exchange rates, and promote capital transfers and trade among member 
countries, as the prewar gold standard had done. Severe inflationary 
episodes damaged the economies of Austria, Germany, France, Poland, and 
other countries after World War I. The painful legacy of hyperinflation 
produced a strong consensus among public officials, business owners, and 


bankers in favor of adopting a new international gold standard.!° 


After Germany joined the new gold exchange standard in 1924, leaders 
in the U.S. and the U.K. worked to bring Britain back onto gold. Despite 
opposition from John Maynard Keynes and a few other experts, most 
British politicians, business leaders, and bankers wanted the British pound 
to return to gold at its prewar exchange rate (£1 for $4.86). They believed 
that a restoration of the pound’s prewar gold exchange value would 
strengthen Britain’s status as a preeminent global power and maintain 
London’s position as the world’s top financial center. In addition, the 
Parliamentary statute that suspended the gold standard during World War I 
was scheduled to expire in 1925. A failure to return to the gold standard at 
the prewar exchange rate would have embarrassed the Conservative 
government that took office in late 1924.7° 

Montagu Norman, Governor of the Bank of England, was a leading 
champion of the campaign to restore the gold standard in Britain. Norman 
was convinced that Britain’s return to gold was essential to improve global 
economic stability and maintain the Bank of England’s preeminence among 
the world’s central banks. Norman formed a close friendship and working 
partnership with Benjamin Strong, Governor of the Federal Reserve Bank 
of New York. Strong shared Norman’s enthusiasm for rebuilding an 
international gold standard, and Strong also agreed that the British pound 
should return to gold at its prewar exchange rate.*! 

Strong orchestrated a significant easing of monetary policy by the 
Federal Reserve in 1924. The Fed cut its discount rate from 4.5% to 3% and 
bought $500 million of Treasury bonds in the open market to increase the 
U.S. money supply. The Fed’s actions produced a significant decline in U.S. 
interest rates and created a large gap between lower interest rates in New 
York and higher interest rates in London. That gap encouraged investment 
capital to flow from New York to London and supported a rise in the 
pound’s exchange value versus the dollar. The increased value of the pound 
enabled Britain to rejoin the gold standard in 1925 at the pound’s prewar 
exchange rate. The Federal Reserve Bank of New York and J. P. Morgan & 
Co. supported Britain’s return to gold by providing $300 million in standby 
lines of credit to the Bank of England and the British Treasury. The Fed’s 
easing of monetary policy in 1924 also had a domestic motivation, as 
Strong wanted to counteract a domestic recession that had begun in 1923.74 

Under the newly-established gold exchange standard, member countries 
were obliged to hold reserves against their outstanding currency liabilities 


in the form of either gold or foreign exchange reserves (i.e., financial assets 
denominated in the currencies of member nations).*? As Britain and the 
U.S. were the world’s two leading financial centers, the pound and the 
dollar became the dominant currencies in which other member nations 
maintained their foreign exchange reserves. In 1929, the pound and the 
dollar accounted for 97% of all foreign exchange reserves, and the dollar 
represented a majority of those reserves.** 

Britain and the U.S. shared global financial leadership under the gold 
exchange standard during the second half of the 1920s. However, the status 
of the pound and the dollar as primary reserve currencies created significant 
vulnerabilities for both countries. If other nations and private investors 
began to fear that Britain or the U.S. might stop converting their currencies 
into gold, those nations and investors would have strong incentives to “run” 
on the pound or the dollar by converting their sterling- or dollar- 
denominated assets into gold or other currencies.”° 


The first major challenge to the viability of the gold exchange standard 
occurred in 1927. Britain’s decision to restore the pound’s prewar exchange 
rate in 1925 proved to be a costly mistake, as that rate substantially 
overvalued the pound. In contrast, France returned to gold in 1926 at an 
exchange rate that significantly undervalued the franc. As a result, French 
goods enjoyed a substantial pricing advantage over British goods in 
international trade, and investment capital flowed from London to Paris. 
Britain’s gold reserves declined substantially, and the Bank of England 
Came under great pressure to raise interest rates to attract gold back to 
London. In the spring of 1927, Britain’s economy was struggling, and 
British workers engaged in widespread strikes. Montagu Norman warned 
his American, French, and German counterparts that he could not risk a 
political crisis by increasing the Bank of England’s benchmark interest 
rate.7° 

Strong and the Fed again intervened to help Britain. In July 1927, Strong 
convened an emergency meeting in New York that included Norman and 
representatives of the French and German central banks. Strong agreed that 
the Fed would cut interest rates to encourage the movement of capital from 
New York to London, thereby relieving exchange rate pressures on the 


Bank of England. Strong persuaded his Fed colleagues to reduce the Fed’s 
discount rate to 3.5% and to buy more than $200 million of government 
securities, despite adamant opposition from the Presidents of four regional 
Federal Reserve Banks. Strong defended his monetary easing plan by 
arguing that it would provide domestic benefits by mitigating the impact of 
the mild U.S. recession that had begun in late 1926. However, Strong’s 
desire to prevent a breakdown of the interwar gold exchange standard was 
at least an equally important factor in the Fed’s decision to relax its 
monetary policy in 1927.°’ 

Thus, the Fed’s reductions in short-term interest rates in 1924 and 1927 
served both domestic and international purposes.*° The Fed’s actions also 
had significant domestic and international consequences. At home, the 
Fed’s low-interest policies encouraged the credit boom that inflated the 
values of real estate and securities investments between 1924 and 1929.79 
Strong admitted that his rate cut in 1927 would give a “petit coup of 
whiskey” to the stock market, and his critics went much further. Two 
members of the Federal Reserve Board (Adolph Miller and Charles 
Hamlin) condemned Strong’s policies, as did Secretary of Commerce 
Herbert Hoover. All three men accused Strong of pursuing measures that 
served the interests of European nations while promoting dangerous 
speculation at home.°” 

Since 1923, Hoover had repeatedly warned his colleagues in the Harding 
and Coolidge administrations that the Fed’s lenient credit policies were 
promoting unhealthy speculation. In 1925, Hoover privately urged members 
of the Federal Reserve Board to increase the Fed’s discount rates to reduce 
the flow of bank credit into securities, real estate, and other risky 
investments. In January 1927, Hoover published an article in the New York 
Evening Post warning that the unbridled growth of credit was likely to 
produce an unsustainable economic boom followed by a severe slump. 
Hoover believed that Montagu Norman and other European central bankers 
exerted too much influence over the New York Fed’s policy decisions. 
Hoover criticized Benjamin Strong for being a “mental annex to Europe.”*! 

In August 1927, after the Fed approved Strong’s rate cut, Hoover urged 
President Coolidge to ask the Federal Reserve Board to rescind the cut. 
Coolidge declined to do so. Hoover also sent a strongly worded 
memorandum to the Federal Reserve Board. In his memorandum, Hoover 


argued that “inflation of credit is not the answer to European difficulties,” 
and he warned that the resulting “speculation ... can only land us on the 
shores of depression.”°? 

In March 1929, Russell Leffingwell, a leading partner in J. P. Morgan & 
Co., made a similarly dire prediction in a private letter to his colleague, 
Thomas Lamont. Leffingwell warned Lamont that “Monty [Norman] and 
Ben [Strong] sowed the wind. I expect that we shall all have to reap the 
whirlwind. ... I think we are going to have a world credit crisis.”°° 

Several modern scholars have agreed that the Fed’s interest rate cuts in 
1924 and 1927 “poured fuel on the fire” in domestic markets by promoting 
speculative investments in U.S. real estate and corporate bonds and 
stocks.°* The Fed’s lax monetary policies also encouraged a boom in the 
sale of foreign bonds to American investors between 1924 and 1928. The 
Fed’s low interest rates caused many Americans to turn away from U.S. 
government and corporate bonds in favor of higher-yielding foreign 
securities. Commercial and investment banks found it easy to persuade 
American investors to buy foreign bonds with their attractive yields.°° 

The interwar gold exchange standard provided additional support for the 
growth of the foreign bond market during the 1920s. Bond investors had 
greater confidence in the soundness of bonds issued by countries that 
adhered to the gold standard, with its built-in fiscal discipline. In addition, 
many foreign governments and corporations sold dollar-denominated bonds 
to attract American investors. Investors believed that dollar-denominated 
bonds would protect them against the risks of exchange rate devaluations by 


foreign governments.°° 


The successful marketing of the Dawes Plan bonds for Germany and the 
completion of loans to Austria and Hungary from the League of Nations 
appeared to stabilize Europe’s political and economic situation in 1924. The 
Coolidge administration encouraged American banks to take advantage of 
the improved international outlook by expanding their sales of foreign 
bonds. U.S. officials hoped that foreign bond sales would promote 
international economic development and increase demand for exports of 


American goods.°” 


American bankers shared the administration’s hopes and goals. Melvin 
Traylor, president of the First National Bank of Chicago, later testified that 


American lenders [after the Dawes Plan] not only felt that it was their duty to furnish 
rehabilitation capital to Europe but that, first of all, they were perfectly safe in so doing, and, 
second, that there was no better way to serve American industry and American agriculture and 
American labor than to follow that course.°® 


The Harding and Coolidge administrations established an informal 
review procedure for foreign bonds in the early 1920s. That lenient process 
reflected the pro-banker policies of both administrations and disregarded 
Commerce Secretary Hoover’s prescient warnings about the dangers of 
foreign bonds. In 1921, Hoover proposed a formal approval plan to prevent 
U.S. banks from underwriting foreign bonds that posed excessive risks to 
American investors. Hoover advised President Harding that American 
bankers were underwriting hazardous, high-yielding foreign bonds that paid 
large up-front fees to the bankers but were likely to default. Hoover’s 
proposed plan would have allowed banks to underwrite only sound foreign 
bonds that seemed likely to “bless both the borrower and the lender.”°? 

New York bankers strongly opposed Hoover’s plan, and it was not 
adopted. Instead, Secretary of State Charles Evans Hughes and Treasury 
Secretary Andrew Mellon developed an informal review procedure that was 
much less demanding. Under the Hughes-Mellon program, the State 
Department reviewed foreign bond offerings to determine whether they 
were consistent with “national policy.”*? A major goal of this informal 
review program was to stop American banks from providing loans to Allied 
nations that had not agreed with the U.S. on a schedule for repaying their 
U.S. war debts. Another objective was to prevent American banks from 
financing overseas monopolies in commodities. The State Department’s 
informal review process gave the department a “de facto veto power over 
foreign bond issues in the United States.”*! 

The State Department did not consider either the soundness of foreign 
loans or the suitability of foreign bonds as investments for American 
purchasers. State Department reviews of foreign bonds typically included a 
disclaimer, which stated that the department did not “pass upon the merits 
of foreign loans ... nor assume any responsibility whatever in connection 
with loan transactions.”42 Nevertheless, the State Department’s reviews 
encouraged many American investors to buy foreign bonds “under the 


impression ... that the [U.S.] Government had approved the issue or it 
could not have been made.”“° The State Department’s tacit endorsement of 
foreign bonds led American investors to believe that “a government safety 
net was in place,” which would protect bondholders if defaults occurred. 
Such “wishful thinking” encouraged bankers to sell—and investors to buy 
—“a dizzying array of foreign bonds” during the 1920s. 

Hoover and his Commerce Department colleagues continued to voice 
serious concerns about the risks posed by foreign bonds. In 1924, 
Commerce Department officials warned the State and ‘Treasury 
Departments about the dangers of selling large volumes of German bonds to 
American investors. However, State and Treasury officials rejected the 
Commerce Department’s attempts to place tighter restrictions on loans to 
Germany. In August 1925, Arthur Young of the State Department said that 
any initiative to warn American investors about the hazards of German 
bonds would be counterproductive because it “would tend to injure the 
market value of the loans already floated.” Treasury Secretary Andrew 
Mellon rebuffed proposals to stop U.S. banks from making loans to German 
state and local governments because Mellon did not want British banks to 
take that business away from American banks. In October 1925, Hoover 
admitted that the Commerce Department had failed in its efforts to restrict 
sales of German bonds to American investors.*° 

Two years later, S. Parker Gilbert, the U.S. official monitoring 
Germany’s compliance with the Dawes Plan, issued a public report that 
echoed Hoover’s concerns. Gilbert warned that foreign bankers were 
making unsound loans to German state and local governments to finance 
extravagant and unproductive public works projects. According to Gilbert, 
“Tf present tendencies are allowed to continue unchecked, the consequence 
is almost certain to be serious economic reaction and depression, and a 
severe shock to German credit, at home and abroad.”“° 

Despite Hoover’s and Gilbert’s admonitions, Andrew Mellon’s belief in 
the benign nature of foreign bonds prevailed. In the Treasury Department’s 
1926 annual report, Mellon stated that “so long as credit facilities [in the 
U.S.] are ample, no harm is done to the American fiscal system” by selling 
foreign bonds to “an intelligent and widespread body of our citizenship.”*” 
Mellon “believed deeply in the laissez-faire approach to foreign lending— 


that the market knew best.”4® Mellon’s faith in the wisdom of bankers and 


markets reflected the prevailing zeitgeist of the Roaring Twenties, much as 
the pro-deregulation views of Alan Greenspan, Robert Rubin, and 
Lawrence Summers embodied the “Washington Consensus” of the 1990s 
and early 2000s.*° 


U.S. commercial and investment banks sold $12 billion of foreign 
government and corporate bonds between 1919 and 1930. European nations 
accounted for almost half of the foreign government bonds that were sold in 
the U.S. after World War I, and Latin American countries accounted for 
another quarter.°? 

American bankers engaged in a frenzied scramble to secure underwriting 
mandates from foreign bond issuers. In 1933, Max Winkler, a leading bond 
analyst, described the “senseless competition among underwriting houses 
whose representatives were crowding hotels and inns, pleading with 
[foreign] governments, states and cities, as well as with [foreign] 
corporations, to borrow American money.”?! Otto Kahn, the leader of 
Kuhn, Loeb & Co., similarly observed: 


15 American bankers sat in Belgrade, Yugoslavia, making bids, and a dozen American bankers 
sat in half a dozen South and Central American States, or in the Balkan States ... one outbidding 
the other foolishly, recklessly, to the detriment of the public, compelling him to force bonds 
upon the public at a price which is not determined by the value of that security so much as his 


eagerness to get it 


Thomas Lamont, a leading partner in J. P. Morgan & Co., warned in 1927 
that “American bankers and firms [are] competing on almost a violent 
scale” to win bond underwriting deals. Lamont said it was not unusual for 
“European governments to find a horde of American bankers sitting on their 
doorsteps offering them money. ... That sort of competition tends to 
insecurity and unsound practice.” In the same year, a U.S. diplomat 
stationed in Peru described the “general promotion atmosphere” created by 
American bankers who pursued bond deals with the Peruvian government 
and provided lavish “entertainment” to Peruvian officials. 

In 1931 a senior German official reported that “German authorities had 
been virtually flooded with loan offers” by American bankers during the 
1920s. In a well-known example, the mayor of a small Bavarian town 
applied for a $125,000 loan to improve the town’s power plant. American 


bankers persuaded the mayor to approve a $3 million bond issue, which 
financed a number of other projects, including a gymnasium and swimming 
pool. The bankers promptly sold the Bavarian town’s bond issue to U.S. 
investors even though the town had little prospect of repaying the loan.°* 

Feverish competition for foreign bond issues was driven by the large fees 
that bankers could charge for underwriting those bonds.°° The underwriting 
fees of U.S. banks for foreign bond issues often exceeded 4% and 
sometimes topped 10%, compared with typical underwriting fees of 2—3% 
for domestic bonds.°° National City Bank and Chase National Bank earned 
average fees of nearly 5% on the foreign government bond issues for which 
they acted as lead underwriters during the 1920s.°’ 

National City Bank’s securities affiliate was the lead underwriter or a 
participating underwriter in syndicates that sold more than $4.3 billion of 
foreign bonds between 1919 and 1930. National City’s underwriting 
syndicates accounted for over a third of all foreign bonds sold in the U.S. 
during that period.°® National City’s foreign bond business was highly 
lucrative and produced $25 million in net profits.°? Chase National Bank’s 
securities affiliate was the lead or participating underwriter in numerous 
offerings of foreign bonds during the 1920s. National City and Chase each 
ranked among the top ten U.S. underwriters of Latin American bonds in 
terms of bonds issued and gross profits. 

Underwriting standards for foreign bonds declined after 1923 in response 
to investor enthusiasm for buying higher-yielding securities. During that 
period, “the strong demand for bonds made foreign lending a very attractive 
business as the issuing banker knew that selling them at a profit would be 
easy.”°! The high fees that banks received for underwriting foreign bonds 
produced a situation in which “eagerness for profits warped the judgments 
of bankers,” resulting in “a marked decline in banking judgment and ethics 
and unscrupulous exploitation of public gullibility and avarice.” 

Thus, Wall Street’s underwriting standards for foreign bonds “declined 
sharply during the 1920s,” along with the creditworthiness of newly issued 
bonds. Long-term default rates for foreign bonds rose steadily for bonds 
issued after 1923, and the highest default rates were recorded for foreign 
bonds issued between 1927 and 1929.°° More conservative underwriters— 
including J. P. Morgan & Co. and Kuhn, Loeb & Co.—cut back on their 
underwriting of foreign bonds as the foreign lending boom intensified. In 


contrast, more aggressive banks expanded their underwriting of foreign 
bonds, and their bonds defaulted at much higher rates. 


Many American investors who bought foreign bonds during the 1920s were 
unsophisticated and inexperienced. Purchasers of foreign bonds included 
middle-class households, churches, other nonprofit organizations, small 
insurance companies, and local banks. Wall Street banks focused much of 
their bond selling efforts on the rapidly growing class of professional and 
white-collar workers, including “school teachers and army officers and 
country doctors and stenographers and clerks.” Many investors in foreign 
bonds had earned favorable returns by purchasing Liberty bonds from the 
same banks during World War I.° A 1924 magazine article that analyzed 
the marketing of foreign bonds emphasized the vital role played by ordinary 
investors who purchased such bonds: “We are living in the day of the small 
investor, and the small investor is the real owner of Wall Street.”©° National 
City regularly published advertisements touting the benefits of bond 
investing in “popular magazines like Harper’s and Atlantic Monthly.”°’ 

Enticed by Wall Street’s marketing campaigns, unsophisticated investors 
eagerly bought foreign bonds. In 1927, Dwight Morrow, a leading partner 
in J. PR. Morgan & Co., published a study of the sale of several foreign 
government bond issues between 1923 and 1925. Morrow determined that 
over 85% of the buyers—accounting for about half of the bonds purchased 
—were small investors who bought bonds in amounts of $5,000 or less.°° A 
1935 report from the bondholders’ committee for defaulted Peruvian bonds 
stated that the average bondholder held about $800 of bonds. The holders of 
defaulted Chilean bonds included many individuals and trust funds, as well 
as smaller banks and nonprofit organizations. Charles Mitchell estimated 
that more than 1.5 million American investors owned foreign bonds in 
1932. 

Smaller banks from rural communities were among the most active 
buyers of foreign bonds. As described in Chapter 2, those country banks 
relied on money center banks, like National City and Chase, for a wide 
range of correspondent banking services, including investment advice and 
purchases of investment securities. Money center banks encouraged their 
correspondent country banks to improve the yields on their investment 


portfolios by selling lower-yielding U.S. government securities and 
reinvesting the proceeds in higher-yielding foreign bonds. Many of those 
foreign bonds were underwritten by securities affiliates of the same money 
center banks. When the Great Depression began, country banks held much 
greater exposures to foreign bonds (as a percentage of their capital) 
compared with large urban banks.”° 

During Senate debates on the Glass-Steagall Act in 1932, Senator Carter 
Glass charged that “the great banks in the money centers choked the 
portfolios of their correspondent banks from Maine to California with 
utterly worthless investment securities, nearly eight billions of them being 
the investment securities of tottering South American republics and other 
foreign countries.” Glass alleged that the securities affiliates of major banks 
“sent out their high-pressure salesman and literally filled the bank portfolios 
of this country with these investment securities.”’! 

During a Senate committee hearing in 1932, Senator Smith Brookhart (R- 
IA) claimed that securities affiliates of New York City banks caused the 
failures of many country banks by selling them unsuitable, high-risk bonds. 
Comptroller of the Currency J. W. Pole did not dispute Brookhart’s claim, 
and Pole acknowledged, “A great many banks have been affected through 
the depreciation in bonds.”’* During the Senate’s investigation of abusive 
securities practices in 1933, Senator Thomas Gore (D-OK) condemned the 
“practice on the part of the affiliates of these big banks and these big 
[securities] underwriting houses of unloading foreign bonds on other banks 
throughout the country. ... The little banks took the word of the big banks 


that these securities were good.””? 


Leaders of major commercial and investment banks recognized that middle- 
class individuals and other unsophisticated investors relied on bank 
underwriters to identify sound foreign bonds that were suitable for 
investment. In his 1927 article, Dwight Morrow commented: 


How is the investor to form an intelligent judgment as to the safety of his investment? ... [H]e 
would put in the very forefront of his reasons for making the investment that he had confidence 
in the banker who offered him the investment. After all, the people who buy bonds must rely 
largely on the judgment of the offering houses. They must believe that their investment banker 


would not offer them the bonds unless the banker believed them to be safe.”“ 


During Senate committee hearings on the sale of foreign bonds in 1931-— 
32, Charles Mitchell of National City acknowledged that “faith in the 
banker was the only measuring rod for the investor,” and that investors 
purchased foreign bonds “entirely on the faith of the house issuing them in 
New York.”’° Other Wall Street leaders agreed during those hearings that 
investment bankers had a duty to underwrite only “good” foreign bonds.”° 

In view of the strong reliance of unsophisticated investors on the advice 
they received from bankers, Dwight Morrow concluded that “the 
responsibility rests heavily upon the investment banker in recommending 
investments. The banker must never be lured, either by the desire for profit 
or by the desire for reputation, to recommend an investment that he does 
not believe to be good.””’ Morrow defined a standard of “responsibility” for 
investment bankers that was similar to the duty of “trust” and “safety” that 
Charles Mitchell articulated in his lecture to National City’s trainees in 
1919.” 

Despite the public assurances given by Wall Street’s leaders, the sales 
practices of commercial and investment banks fell woefully short of any 
concept of “responsibility” or “trust.” Bankers used the same high-pressure 
sales techniques and nationwide promotional campaigns to sell foreign 
bonds that they employed to sell other types of risky securities to 
unsophisticated investors during the 1920s.”? Commercial and investment 
banks used misleading prospectuses and other deceptive practices to 
persuade inexperienced investors to buy hazardous foreign bonds.°? A 
contemporary observer charged that Wall Street bankers pursued their bond 
customers 


through hosts of young salesmen, carefully schooled in “high pressure” methods of breaking 
down “sales resistance.” The keynote was pressure—all down the line. The home office kept the 
branch-offices “on their toes” by a stream of phone-calls, “flashes,” “pep-wires,” and so forth. 
The branch managers kept the young salesmen all “burned up” with “pep-talks,” bonuses, and 
threats of getting fired. Everybody in authority demanded “results”; which meant, more sales. 
Every salesman must sell his “quota.” What he sold, how he sold it, and whom he sold it to, did 


not much matter. Verily, business had got into banking; or, rather, “banking,” in the old sense of 


the word, had been kicked out of doors by business.®! 


Many of the foreign bonds that were sold by the securities affiliates of 
National City Bank and Chase National Bank proved to be disastrous 


investments for their customers. Defaults occurred on three-fifths of the 
foreign bond issues for which National City and Chase acted as lead 
underwriters during the 1920s.°* The default rates for foreign and domestic 
bonds underwritten by National City and Chase were (1) significantly 
higher than default rates for bonds underwritten by J. P. Morgan & Co. and 
Kuhn Loeb & Co., (2) about the same as default rates for bonds 
underwritten by other private investment banks, and (3) somewhat higher 
than default rates for bonds underwritten by securities affiliates of other 
commercial banks.®° 

The Senate’s investigation of securities abuses in 1933 included detailed 
studies of several foreign bond issues underwritten by National City and 
Chase. That inquiry revealed that National City and Chase knowingly or 
recklessly engaged in deceptive practices in marketing and selling those 
bonds. As shown in the following analysis, National City’s and Chase’s 
officers either knew or should have known that their offering materials did 
not disclose the bonds’ very high risks. 

National City’s bond offerings for Peru: National City Company (the 
securities affiliate of National City Bank) joined with a private investment 
bank, J. W. Seligman & Co., to underwrite three issues of Peruvian 
government bonds (totaling $90 million), which were sold to American 
investors between March 1927 and October 1928.*4 Before it sold those 
bonds, National City received a series of highly critical reports from its 
officers about Peru’s economic and political conditions. In December 1921, 
a National City official warned that the country’s finances were “positively 
distressing” and that “the Government treasury is flat on its back and 
gasping for breath.”®° In July 1923, another National City executive advised 
that “Peru has been careless in the fulfillment of her contractual 
obligations.”°° In December 1925, a third National City employee 
cautioned that “the internal debt of Peru has not yet been placed on a 
satisfactory footing.”®” A National City vice president wrote an internal 
memorandum highlighting Peru’s “bad-debt record,” its “adverse moral and 
political risk,” and its “bad internal-debt situation.”°® Nevertheless, 
National City participated in the first offering of Peruvian bonds in March 
1927. 

Four months after the first offering, J. H. Durrell, a senior executive in 
National City’s overseas operations, sent a report to Charles Mitchell about 


Peru’s ongoing challenges. Durrell described Peru’s “uncertain” political 
situation as well as “factors that will long retard the economic importance 
of Peru.” Durrell stated that he had “no great faith in any material 
betterment of Peru’s economic condition in the near future.”°? A March 
1928 report from another National City executive advised that Peru’s 
“whole taxation system is a hodge-podge.”*? An October 1928 report from 
a third bank official cautioned that “economic conditions in the country 
leave considerable to be desired” and that “local banks are still badly over- 
extended.” He also warned that the Peruvian government’s “budget is not 
balanced and in fact the floating debt is larger than ever.”?! Despite all 
those warnings, National City participated in the second and third offerings 
of Peruvian bonds in 1928. 

Lawrence Dennis, a consultant for J. W. Seligman & Co., was equally 
critical of the Peruvian bonds. After conducting a study of Peru’s economic 
situation in 1928, Dennis recommended against making the second bond 
offering. However, the Seligman firm’s partners rejected his advice. In 
1932, Dennis gave the following testimony before the Senate Finance 
Committee: 


I took the very strong view that [the second Peruvian loan] was not sound, and I immediately 
became involved in a long debate. ... [The Seligman partners] said I was pessimistic, and that 
these things would work themselves out. I took the position that in the face of the statistics of 
commerce, production and trade of the country, the government could not go on borrowing at 


that rate and remain solvent.?2 


The offering prospectuses distributed to American investors by J. W. 
Seligman & Co. and National City did not contain any references to Peru’s 
past defaults on its debts, or Peru’s ongoing economic problems, or the very 
weak condition of Peru’s government finances. Peru defaulted on all three 
issues of bonds in 1931. By 1933, the market value of those bonds had 
fallen more than 90% since the dates of their issuance.”° 

National City’s Brazilian bond offerings: In March 1928 and September 
1929, National City Company underwrote two offerings of bonds (totaling 
$16.5 million) issued by the Brazilian state of Minas Gerais.?* National 
City sold the Minas Gerais bonds to American investors after receiving very 
negative reports about the state’s creditworthiness. In June 1927, George 
Train, a National City officer who worked on the bond issues, wrote that 
“the laxness of the State authorities borders on the fantastic.” Train also 


warned about “the complete ignorance, carelessness and negligence of the 
former State officials in respect to external long-term borrowing.”?° In 
April 1928, following the completion of the first bond offering, Train 
reported that “there is a considerable uneasiness on the part of all concerned 
over the question of the State’s willingness to meet its obligations.””° 

In spite of Train’s misgivings, National City’s offering materials for both 
bond issues assured investors that “prudent and careful management of the 
State’s finances has been characteristic of successive administrations in 
Minas Gerais.” National City published that false assurance even though 
another National City executive warned that the statement would expose 
National City to “criticism” in view of “the extremely loose way in which 
the external debt of the State was managed.”°’ Train subsequently admitted 
—under questioning by Ferdinand Pecora (chief counsel for the Senate 
investigating committee)—that Train supported the Minas Gerais bond 
offerings because he was “a little overenthusiastic with respect to the merits 
of the particular credit I was investigating.”?° 

The offering prospectus for the second Minas Gerais bond issue did not 
disclose that almost half of the $8 million of sales proceeds would be used 
to pay off short-term loans, which National City and its co-underwriters 
extended to Minas Gerais after the first bond offering. National City’s 
underwriting group provided those loans to keep Minas Gerais from 
transferring its future bond business to Kuhn, Loeb & Co. and other 
underwriters.°? The second prospectus assured investors that “the proceeds 
of this loan will be utilized for purposes designed to increase the economic 
productivity of the State” in accordance with Peru’s “law No. 1061 of 
August 16, 1929.”!°° The prospectus did not disclose that National City’s 
Brazilian counsel drafted Law No. 1061 for the specific purpose of 
allowing the underwriting group to recoup their short-term loans from the 
bond proceeds. 1°! 

National City understood that the second offering of Minas Gerais bonds 
would be “hard to sell.” In July 1929, a senior executive in New York wrote 
to a member of National City’s Brazilian team, asking for additional 
“selling arguments” to bolster National City’s “educational campaign” for 
the bonds.!°* National City was not able to sell the entire second issue of 
Minas Gerais bonds when the offering began on September 16, 1929. 
Eleven days later, National City Company sent out a “sales flash” to its U.S. 


sales offices, announcing “one of the greatest sales contests” it had ever 
conducted. The contest offered “liberal cash prizes” to reward sales agents 
who were successful in selling National City’s inventories of unsold 
securities, including Minas Gerais bonds.!°° 

Minas Gerais defaulted on both bond issues in early 1932. By 1933, the 
market value of those bonds had fallen by more than three-quarters.1°4 

National City’s bond offering for Lautaro Nitrate of Chile: In June 
1929, National City Company led an underwriting group that sold $32 
million of convertible bonds issued by Lautaro Nitrate Co. (LNC), the 
largest producer of sodium nitrate fertilizer in Chile.‘°° Before the bonds 
were issued, National City sent Sterling Bunnell, a professional engineer, to 
study Chile’s sodium nitrate industry. Bunnell reported that Chilean nitrate 
was vulnerable to growing competition from synthetic nitrate produced by 
European and U.S. companies. In addition, the Chilean government 
imposed a high export duty that impeded the sale of Chilean nitrate to 
foreign buyers.!°° In evaluating the prospects for Chilean nitrate, Bunnell 
warned that the “unknown factor is obsolescence” and that “it is impossible 
to prophesy the conditions which may exist in the Chilean nitrate industry 
within the 25-year term of the [projected] financing.” Bunnell concluded 
that the highly uncertain future for Chilean nitrate made the proposed bond 
offering “speculative” from “the banking standpoint.” !°7 

National City’s prospectus for LNC’s bonds did not refer to Bunnell’s 
study or his reservations about LNC’s prospects. The prospectus also did 
not disclose that National City underwrote $30 million of bonds issued by 
American I.G. Chemical Co. (AIGC) a few months before its LNC bond 
offering. One of AIGC’s subsidiaries was I.G. Farbenindustrie, the largest 
German producer of synthetic nitrate, which competed directly with the 
nitrate produced by LNC. Thus, National City had an undisclosed conflict 
of interest when it sold the LNC bonds.1°8 

National City encountered significant problems in selling the LNC 
bonds. National City’s “sales contest” in September 1929 offered “liberal 
cash prizes” to encourage its sales force to find buyers for National City’s 
unsold inventory of LNC bonds as well as the unsold Minas Gerais bonds. 
After the stock market crashed in October 1929, National City bought $1 
million of LNC bonds on the open market to support the market value of 
the bonds. National City resold those LNC bonds to public investors when 


market conditions temporarily improved in early 1930. By March 1933, the 
LNC bonds had defaulted and their market value had fallen by more than 
95%," 

Chase’s sale of Cuban bonds: Chase National Bank and its securities 
affiliate, Chase Securities Corporation, arranged a series of bank loans and 
bond offerings for Cuba between 1927 and 1930 to finance Cuba’s new 
public works program. In February 1927, Chase and Blair & Co. provided 
$10 million of loans to Cuba to jump-start the program.!!° In June 1928, 
Chase, Blair, and two other banks extended $30 million of additional loans 
to Cuba. At the same time, a Chase-led underwriting group sold $20 million 
of Cuban bonds to the public.!! 

In early 1930, Chase’s underwriting group made a second public offering 
of $40 million of Cuban bonds, and Chase’s banking group provided $20 
million of new loans to Cuba. Cuba agreed that the proceeds of the second 
bond offering would be used to pay off the $40 million of existing loans 
that Chase’s banking group had previously extended to Cuba.!'* As a 
practical matter, the Chase banking group used the 1930 Cuban bond 
offering to shift $40 million of sovereign credit risk from the banking group 
to public investors. !!9 

To attract and retain Cuba’s business, the Chase group paid large amounts 
of purported fees and also provided substantial loans to President Gerardo 
Machado and his business firms as well as his friends, associates, and other 
key Cuban officials.''4 Chase’s Havana branch office employed José 
Obrég6n, the son-in-law of President Machado, even though Chase officials 
admitted that, “from any business standpoint,” Obrég6n was “perfectly 
useless.”!!° The prospectuses for the 1928 and 1930 Cuban bond offerings 
did not disclose the extensive benefits that Chase provided to President 
Machado and other influential Cubans.!'° 

The prospectuses for the Cuban bond offerings stated that Cuba’s 
government had produced significant budget surpluses for several years 
when, in fact, the government had run net deficits.!!” The prospectuses also 
misled investors by stating that Cuba deposited designated revenues into a 
“special account” each year to ensure repayment of the bonds. Cuba 
established an “accounting fund” for the designated revenues, but Chase 
learned in 1929 that Cuba was using those revenues to meet its general 


operating expenses and was commingling those revenues with other 
funds.1!8 

The prospectus for the 1930 bond offering did not disclose that Cuba ran 
a budget deficit of more than $7 million during its previous fiscal year.'' 
The prospectus also did not reveal that the bond proceeds would be used to 
repay the $40 million of outstanding loans owed by Cuba to Chase’s 
banking group. The prospectus created the misleading impression that the 
1930 bond offering would reduce Cuba’s “total funded debt” by $40 
million. In fact, Cuba’s “funded debt” remained the same because the new 
bonds simply replaced the bank loans.!° 

After receiving a series of short-term advances from Chase’s banking 
group, Cuba managed to pay off its 1928 bond issue. However, Cuba 
defaulted on its 1930 bond issue in 1933, and Cuba also failed to pay the 
$20 million loan that Chase’s banking group provided as part of the 1930 
financing package.!*! 


National City and Chase were not the only underwriters who sold hazardous 
foreign bonds to unsophisticated investors. A Senate committee 
investigation in 1933 uncovered similar abuses in underwritings of high- 
risk foreign bonds by private investment banks, including $186 million of 
Brazilian bonds offered by Dillon, Read & Co. and $90 million of Chilean 
bonds underwritten by Kuhn, Loeb & Co. Those bonds also defaulted in the 
early 1930s.'** Ferdinand Pecora, the Senate committee’s chief counsel, 
directed his strongest criticism at National City and Chase because they 
exploited their sterling reputations as the nation’s leading commercial banks 
to win the trust of unsuspecting depositors and other poorly informed 
investors. Pecora condemned National City’s record in the following 
passage from his 1939 memoir: 


From coast to coast, literally from house to house, sales were pushed in every possible manner. 
In 1928, the head office of [National City] sent out the names of 122,332 “prospects” ... who 
were lured into disaster by similar means. ... A bank was supposed to occupy a fiduciary 
relationship and to protect its clients, not to lead them into dubious ventures; to offer sound, 
conservative financial advice, not a salesman’s puffing patter. 

But the introduction and growth of the investment affiliate had corrupted the very heart of these 
old-fashioned banking ethics. Because it had wares of its own to sell, the National City was no 
longer an impartial adviser. It did not scruple to use its own depositors, who came ... seeking 
investment advice, as “prospects” for the busy salesmen of the Company [who were] clothed 


with all the authority and prestige of the magic name “National City.”!*° 


Pecora charged that Chase, “behind its imposing facade of unassailable 
might and rectitude, was not a whit better than the National City Bank 
itself.” According to Pecora, “Most of the characteristic evils which beset 
the National City organization flourished [at Chase] in equally glaring 
fashion.” !*4 

Bankers sought to justify their massive sales of foreign bonds by 
claiming that they simply responded to the public’s demand for high- 
yielding investments. Frederick J. Lisman (of F. J. Lisman & Co.) stated 
that bankers competed to sell foreign bonds in order to “satisfy the public 
demand for securities.”!*° Henry C. Breck (of J. W. Seligman & Co.) said 
the “appetite on the part of the American public to buy foreign bonds” was 
the main reason for the “extraordinarily keen competition among 
international bankers for South American loans.”!2° However, as Barbara 
Stallings pointed out, U.S. bankers were responsible for “feeding that 
‘appetite’ by withholding information on the true risk involved” in the Latin 
American bonds they sold to investors.!*7 

Charles Mitchell presented the same basic justification, with some 
caveats, when he testified at a Senate committee hearing in December 1931. 
Mitchell acknowledged that banks were “too ready to loan, too ready to 
meet the competition of neighbors, too willing to cut down their margins to 
a point of encouraging excessive borrowing” during the 1920s.!¢° 
Nevertheless, Mitchell assigned primary responsibility for the unsustainable 
credit boom to the issuers and buyers of securities. Mitchell claimed that 
issuers aggressively sold securities because they saw “the possibility of 
changing their capital structure to their advantage” by responding to “the 
public’s interest in and fever and fervor for investments and speculation.” 
Mitchell said the “investment banking community” was merely “one of the 
tools by which the demands of each side operated to satisfy their 


requirements.”!*? In Mitchell’s view, bankers should have been more 
careful, but they acted largely as passive agents who followed their clients’ 
instructions. Thus, Mitchell tried to shift most of the blame for the 
speculative frenzy of the 1920s to the issuers of securities and public 
investors. !°° 

Attempts by Wall Street bankers to disclaim their responsibility for the 
crash failed to insulate them from public condemnation. By 1931, the 
aggregate market value of Latin American bonds sold to American 
investors had fallen to 26% of their face value. By 1936, more than three- 
quarters of Latin American bonds were in default.!°! By 1938, more than 
half of all foreign bonds held by American investors had defaulted.'** The 
devastating impact of foreign bond defaults during the 1930s created 
widespread anger among investors, who believed that Wall Street had 
betrayed their trust.!%% 


American investors purchased almost two-thirds of the foreign bonds that 
were issued by Central and Eastern European nations and Latin American 
countries between 1924 and 1928. By the end of that period, the economies 
of many countries depended on a continued flow of credit from banks and 
investors in the U.S. as well as Britain, France, Holland, Sweden, and 
Switzerland.!°*4 

Foreign bond sales in the U.S. leveled off in 1928 and declined sharply in 
1929, due to domestic and foreign developments. At home, the booming 
U.S. stock market caused many American investors to switch their focus 
from foreign bonds to domestic stocks in 1928 and 1929. The stock market 
boom (during which many investors used margin loans to finance their 
stock purchases) resulted in higher demand for credit by U.S. investors. 
Consequently, interest rates rose sharply on short-term call money loans and 
margin loans. The New York Fed and other regional Federal Reserve Banks 
responded to the stock market boom by hiking their discount rates from 
3.5% to 5% during the first half of 1928. Rising U.S. interest rates reduced 
the yield gap between foreign bonds and domestic debt securities. As the 
yield advantage of foreign bonds declined, so did demand from American 


investors. !°° 


Abroad, a recurrence of economic and political problems in Germany 
produced new concerns about Germany’s political stability and the 
creditworthiness of German bonds. Germany received $3 billion of foreign 
credit between 1924 and 1928, with about half of that amount coming from 
the U.S. Germany relied on foreign loans to finance its payment of almost 
$2 billion of reparations, and Allied governments used Germany’s 
reparations payments to fund about $1 billion of payments on their U.S. war 
debts. Thus, foreign loans to Germany created a fragile cycle of payments, 
which enabled Germany to pay reparations and the Allies to pay war debts. 
However, new loans by foreign creditors to Germany declined sharply in 
1928, and Germany was obliged to pay $625 million of reparations in 1929 
under the Dawes Plan. As the 1929 payment date approached, Germany 
expressed growing doubts about its ability to continue paying 
reparations. °° 

Faced with the threat of a second default by Germany, the Allies 
convened another conference in Paris in early 1929 to develop a long-term 
solution to the reparations problem. That conference was chaired by Owen 
Young, who had worked with Charles Dawes on the Dawes Plan. After a 
year of difficult negotiations, the Allies and Germany agreed on the Young 
Plan in March 1930. The Young Plan required Germany to pay reparations 
over a period of fifty-nine years but significantly reduced the annual 
amounts of those payments.!°7 

To oversee Germany’s reparations payments, the Young Plan established 
a new Bank for International Settlements in Basel, Switzerland, to replace 
the unpopular agent general under the Dawes Plan. The Young Plan also 
promised $300 million of new loans to help Germany meet its next 
reparations payment. The British and French governments and U.S. banks 
jointly provided the Young Plan loans. However, unlike the Dawes Plan, the 
Young Plan made clear that foreign lenders would no longer enjoy any 
priority over reparations creditors in receiving future payments from 
Germany.!°° 

The terms of the Young Plan were generally more favorable to Germany 
than those of the Dawes Plan, and the Young Plan also produced new loans 
for Germany from Britain, France, U.S. banks, and the infamous Swedish 
financier Ivar Kreuger. However, the removal of priority treatment for 
foreign lenders effectively destroyed international demand for long-term 
German bonds after the Young Plan loans were completed. Without the 


assumption of preferential treatment, most U.S. and European investors 
were not willing to buy any more German bonds. The resulting collapse of 
foreign credit flows into Germany and a severe recession in the German 
economy placed Germany on the brink of economic crisis in early 1931.!%9 

J. P. Morgan & Co. and National City Bank led the syndicate of U.S. 
banks that sold $98.5 million of Germany’s Young Plan bonds in June 1930. 
The Young Plan syndicate resembled the syndicate that successfully sold 
$110 million of Dawes Plan bonds in 1924. However, U.S. investors 
showed little enthusiasm for the Young Plan bonds. Members of the bank 
syndicate therefore conducted a “particularly intense” campaign to 
“encourage investors” to purchase the bonds. It took several weeks for the 
banks to complete the offering.!*° 

The Morgan—National City syndicate found it very difficult to sell the 
Young Plan bonds at the stated offering price of $90 per bond. The 
syndicate therefore decided to “peg” (support) that price by purchasing $9.2 
million of the bonds at a “steady price” of $90 per bond during a three- 
week period. The syndicate members stopped supporting the market price 
after they sold all of their Young Plan bonds, and the market price dropped 
sharply. A contemporary observer argued that the syndicate’s pegging 
campaign raised “a serious issue of business ethics,” because the syndicate 
did not disclose to the public that it was buying Young Plan bonds on the 
open market to prop up their market price during the offering.'*! 

Despite the great difficulties that the bank syndicate encountered in 
selling Young Plan bonds, National City remained a bullish promoter of the 
offering. On the third day of the Young Plan offering, National City 
distributed a circular to its sales force and customers, assuring them that “it 
is reasonable to believe that the new loan ... marks the beginning of a 
widening demand for German bonds, both in this country and abroad. And 
the present, therefore, would seem to be an opportune time for their 
purchase.” !42 

National City’s optimistic sales pitch proved to be a completely 
erroneous forecast of future events. The Young Plan offering marked the 
end of the boom for foreign bonds in America. Only about $200 million of 
non-Canadian foreign bonds were sold in the U.S. between the completion 
of the Young Plan offering in July 1930 and the end of 1931, when the U.S. 
market for foreign bonds shut down completely.'*° Purchasers of the Young 


Plan bonds, like investors in many other foreign bonds, became casualties 
of the catastrophic wave of defaults that swept through the foreign bond 
market during the early 1930s as the global economy collapsed into the 
Great Depression. ‘“* 


A 
Crash 


Universal Banks Played Central Roles in the Stock Market Boom 
and Crash and the Onset of the Great Depression 


Beginning in 1924, the U.S. stock market experienced a bull market of 
unprecedented length and magnitude. The price index for common stocks 
traded on the New York Stock Exchange (NYSE) rose by 70% between 
1924 and 1927. Annual trading volumes for NYSE-listed stocks doubled 
during that period. The Dow Jones Industrial Index also doubled, rising 


from 100 in early 1924 to 200 in December 1927.! The Fed’s easing of 
monetary policy in 1924 and 1927 helped stock market prices and business 


profits to maintain their upward trajectory despite brief recessions in both 


years.* 


The stock market boom attracted the attention of many investors who had 
never previously owned stocks. As the bull market continued to gain 
momentum, commercial and investment banks encouraged ordinary 
investors to buy common stocks instead of bonds. In February 1927, 
Charles Mitchell announced that National City Company would begin to 
sell “selected common stocks” that were “sound investments” for its 
customers.° 

A month later, Mitchell intensified his sales pitch for common stocks. 
Mitchell said that he saw “no reason why the man who has faith in the 
continued growth of these United States need bury all of his capital in the 
security strong box of gilt-edged bonds.” According to Mitchell, “even the 
conservative investor” should invest in “progress instead of merely in static 
wealth.” Mitchell declared that National City’s “new policy” of selling 
common stocks reflected its “faith in the future, faith in the reliability of 
conservative financial analysis, faith in progress and faith in America, and 
the continued and steady advance of modern civilization.”* Other 


commercial and investment banks similarly urged the public to buy 
common stocks, as did corporations that were soliciting new investors for 
their stocks.° 

The great bull market of the 1920s entered its final, frenzied stage in 
early 1928. The Dow Jones Industrial Index rose from 200 in December 
1927 to 300 a year later and finally peaked at 381 on September 3, 1929. 
Many scholars have concluded that a speculative bubble occurred in the 
stock market between the spring of 1928 and the fall of 1929.° Stock prices 
rose at about the same rate as corporate profits and dividends from 1924 
through 1927. In contrast, stock prices increased much faster than either 
corporate earnings or dividends during 1928 and 1929. The widening gap 
between stock prices and corporate earnings and dividends indicated the 
presence of a speculative bubble during those two years.’ 

Rapid increases in trading volumes also indicated the presence of a 
bubble during 1928 and 1929. Annual trading volumes for NYSE-listed 
common stocks nearly doubled between 1927 and 1929.° Yearly trading 
volumes for common stocks listed on the alternative “curb exchange” 
almost quadrupled between 1927 and 1929.9 

Many investors took out margin loans from their brokers to finance a 
large portion of their stock purchases, and they offered securities held in 
their brokerage accounts as collateral for those loans. Brokers funded their 
loans to customers by taking out short-term call loans, and brokers provided 
collateral for their call loans by pledging securities held in their proprietary 
trading accounts or their customers’ margin accounts. Accordingly, a sharp 
decline in stock prices could quickly become a panic if investors and 
brokers were forced to sell large amounts of stock to pay off their loans.'° 

The outstanding volume of call loans to NYSE brokers increased from 
$3.3 billion at the end of 1926 to $4.4 billion at the close of 1927. Call 
loans then rose at an even faster pace to reach $6.4 billion at the end of 
1928 and $8.5 billion on October 1, 1929.1! Banks held about half of the 
outstanding call loans in December 1928, but banks held only 30% of those 
loans in October 1929. Due to strong pressure from the Fed (discussed later 
in this chapter), banks chose not to increase their call loans significantly 
during 1929. Consequently, nonbank lenders—including insurance 
companies, business corporations, wealthy individuals, and foreign 
investors—became the primary source of new call loans to brokers in 


1929.'* Nonbank lenders in the call loan market effectively functioned as 
the “shadow banks” of the late 1920s.!° 

Prominent speculators—including Walter Chrysler, Arthur Cutten, 
William Crapo Durant, the Fisher brothers, and John J. Raskob—organized 
hundreds of trading pools in 1928 and 1929 to boost the prices of targeted 
stocks. Trading pools conducted purchasing and selling campaigns to 
increase the trading volumes and market prices of featured stocks, 
especially “glamour stocks” such as Radio Corporation of America. Pool 
operators expected that larger trading volumes would boost the prices of 
targeted stocks and encourage public investors to buy those stocks. Pool 
operators could then reap handsome profits by selling their shares back into 
the market.!4 National City Bank, Chase National Bank, and other large 
banks financed and participated in many of those trading pools.'° 

National City and Chase also conducted aggressive trading programs to 
increase the prices of their own stocks.!© The shares of both banks were 
among the stocks “most affected by speculation,” as they traded at price- 
earnings multiples that were significantly higher than other bank stocks and 
the overall stock market. In 1929, National City’s stock traded at 120 times 
annual earnings, and Chase’s stock traded at 62 times annual earnings. In 
contrast, the stocks of five other large banks traded at price-earnings 
multiples ranging from 31 to 41, while 142 well-known, publicly traded 
stocks had an average price-earnings multiple of 30.” 

The rapid growth of investment trusts—the forerunners of mutual funds 
—added further momentum to the relentless rise of stock prices after 1926. 
Investment trusts sold equity and debt securities to investors and used the 
proceeds to buy stocks and bonds issued by other companies and 
governments. Sponsors (primarily investment banks) established nearly six 
hundred investment trusts between 1927 and 1929, and those trusts 
controlled $6 billion of stocks and bonds. New issues of investment trust 
shares accounted for more than a fifth of all new stock issues in 1928 and 
1929. 

Most investment trusts sold their shares to investors at prices that were 
substantially higher than the aggregate market values of investments held 
by the trusts. The willingness of investors to pay large premiums for shares 
of investment trusts reflected investors’ confidence in the presumed 
expertise of the trusts’ sponsors and managers. In addition, the trusts 


boosted their returns to investors by borrowing heavily to increase their 
leverage. Consequently, shares of investment trusts represented highly 
leveraged bets on the long-term success of the companies in which the 
trusts invested. Public demand for shares of investment trusts collapsed 
after the stock market crashed in October 1929, and many investment trust 


shares lost all or most of their value by 1932.!° 


No institution was more heavily committed to the stock market boom of the 
1920s than National City. National City’s chairman, Charles Mitchell, 
repeatedly urged the public to put its faith in the continued success of the 
stock market and the U.S. economy. In October 1928, Mitchell declared, 
“We are enjoying enormous prosperity in America and I am convinced that 
nothing can impede the progress we are making.” He saw “no cause for 
alarm” from rising stock prices or the growing volume of brokers’ call 
loans as long as the Fed took appropriate measures to “guard against 
inflation.”!° Mitchell’s assurances echoed the comforting resolutions 
adopted at the 1928 annual convention of the American Bankers 
Association (ABA). The ABA’s resolutions stated that “the credit situation 
would correct itself [and] the situation would find a solution of its own 
problem before it reached the danger stage.”° 

On New Year’s Day in 1929, Mitchell’s public letter to National City’s 
shareholders stated that “business is entering the new year upon a high level 
of activity.” Mitchell attributed the continued increase in stock prices 
“largely to prevailing confidence that American business is destined to 
grow rapidly in volume and that the leading corporations will enjoy 
increasing prosperity.”*! 

The Coolidge administration expressed similar optimism about the stock 
market and the economy. In early 1928, President Coolidge publicly stated 
that he did not consider brokers’ call loans to be too high, and he privately 
ignored Commerce Secretary Herbert Hoover’s advice that measures should 
be taken to deflate the stock market boom. In September 1928, Treasury 
Secretary Andrew Mellon told Americans, “There is no cause for worry. 
The high tide of prosperity will continue.” 

In his last annual message to Congress in December 1928, Coolidge said, 
“In the domestic field, there is tranquility and contentment ... and the 


highest record of years of prosperity.” Coolidge told Congress and the 
nation that they could “regard the present with satisfaction and anticipate 
the future with confidence.” In February 1929, shortly before leaving office, 
Coolidge opined that stocks were “cheap at current prices” and economic 


conditions were “absolutely sound.”° 

In contrast to Coolidge and Mellon, the Fed was deeply concerned in 
early 1928 about the stock market boom and the accelerating growth of 
brokers’ call loans and total bank credit. Bank credit increased 8% during 
1927, and bank loans on securities showed the most rapid growth. The 
Federal Reserve Board supported decisions by regional Federal Reserve 
Banks to raise their discount window rates from 3.5% to 5% in early 1928, 
thereby reversing the interest rate cuts arranged by Benjamin Strong in 
1927. However, the Fed did not raise interest rates further in 1928, due to 
concerns about the potentially disruptive impact of higher rates on 


agriculture and business as well as the Presidential election in November.** 

Despite the Fed’s higher discount rates, total bank credit and call loans 
continued to expand during 1928. Credit extended by Federal Reserve 
Banks to their member banks reached $900 million at the end of 1928— 
double the amount at year-end 1927—and much of that additional credit 
went into the call loan market, where annual interest rates on call loans rose 
to 9%. During the 1920s, the Fed preferred to extend credit to member 
banks by discounting bills of acceptance and exchange resulting from 
imports, exports, and other commercial transactions. The Fed’s prevailing 
discount rate for those types of bills during the second half of 1928 was 
4.5%, lower than the general discount window rate of 5%. Under either 
rate, member banks could make handsome profits by borrowing from the 
Fed and making call loans to brokers.*° 

In early 1929, the Fed viewed the continued rise of stock market prices 
and call loans with great alarm. Both the Dow Jones Industrial Index and 
the volume of call loans increased by almost half during 1928, and total 
bank credit rose by 8%, while the nation’s economic output grew by only 
3%. The Federal Reserve Board and regional Federal Reserve Banks agreed 
that the stock market boom and the rapid growth in loans on securities 
posed a serious potential threat to U.S. economic stability. However, they 
could not reach a consensus on the appropriate policy response. 

The Federal Reserve Board and a majority of regional Federal Reserve 
Banks preferred a policy of “direct pressure,” under which the regional 


Banks would refuse to provide credit to banks if they planned to use that 
credit to make loans that financed trading in securities. In contrast, the New 
York Fed and some other regional Banks argued that direct pressure was 
impractical, and they wanted to raise discount window rates to restrain the 
growth of credit. The Federal Reserve Board and its allies responded that 
higher interest rates would inflict collateral damage by restricting the 
availability of credit for the “legitimate needs” of agriculture and business. 
Supporters of direct pressure also did not want to expose the Fed to political 
attacks like those the Fed endured after its high-interest-rate policy 
triggered a sharp recession during 1920 and 1921.*° 

The Board and its allies prevailed and implemented their strategy of 
direct pressure. The Board rejected repeated requests by the New York Fed 
to raise its discount window rate to 6% during the first half of 1929. The 
Board also issued a policy statement on February 6, 1929, which expressed 
the Board’s great concern about “the excessive amount of the country’s 
credit absorbed in speculative security loans.” The Board declared that it 
felt “a grave responsibility” to take action “whenever there is evidence that 
member banks are maintaining speculative security loans with the aid of 
Federal Reserve credit.”” 

In response to the Federal Reserve Board’s policy of direct pressure, Fed 
member banks increased their call loans by only 3% between January and 
October 1929. However, the Board’s policy did not stop nonbank lenders 
from expanding their loans to brokers, and nonbank lenders held 70% of 
call loans when the stock market crashed.2® Thus, the Fed’s attempt to 
deflate the stock market bubble in early 1929 ultimately failed because its 
“regulatory perimeter” did not reach beyond member banks. A similar lack 
of regulatory authority over securities firms, insurance companies, and 
other “shadow banks” undermined the effectiveness of the Fed’s responses 
during the early stages of the global financial crisis in 2007 and 2008.79 


Despite its shortcomings, the Federal Reserve Board’s policy of direct 
pressure came close to bursting the stock market bubble in March 1929. On 
March 25 and 26, a “wave of fear swept the market” and heavy selling 
occurred, due to widespread concerns that the Board (which was then 
meeting in Washington) would take further steps to deflate the stock market 


boom.”? Call loan rates rose from 12% to 20% during the early afternoon of 
March 26, and the situation looked grim. As John Kenneth Galbraith later 
explained, “March 26, 1929, could have been the end. Money could have 
remained tight. ... The panic might have continued.”*! According to 
contemporary journalist Elliott Bell, “At 1:30 o’clock, it seemed inevitable 
that the session was going down in history as the blackest on record, more 
dismal to the bulls even than any deflation any panic year could offer.”°? 

The bull market did not end on March 26, “and if any man can be 
credited with this, the credit belongs to Charles E. Mitchell.”°° Early that 
afternoon, in the midst of the market’s panic, Mitchell announced that 
National City Bank had “an obligation, which is paramount to any Federal 
Reserve warning, or anything else, to avert, so far as lies within our power, 
any dangerous crisis in the money market.” Mitchell pledged that National 
City would provide $25 million of new call loans at rates ranging from 15% 
to 20%. Mitchell’s pledge effectively capped the interest rate for call loans 
at 15%, and it also assured market participants that credit for call loans 
would be available.** 

Mitchell’s intervention worked “like magic,” and the stock market 
rallied.°° Call loan rates declined to 8% within a few days.°° As Elliott Bell 
reported, “From the nadir of despair, the emotions of the financial district 
moved up to a level of hopefulness for the future. ... [Brokerage] room 
occupants wore the air of one who discovers that he has a friend after all.”°” 
National City’s monthly bulletin of April 1, 1929, included a message from 
Mitchell, who acknowledged “the dangers of overspeculation.” However, 
Mitchell argued that the bank’s intervention on March 26 was necessary “to 
avoid a general collapse of the securities market such as would have a 
disastrous effect on business.”°° Other New York bankers agreed with 
Mitchell that “the great banks of the city would not stand aside and see a 
credit crisis develop.”°? 

Mitchell served as a Class A director of the New York Fed in 1929, after 
being elected to a three-year term by the member banks of that district. 
George Harrison, Governor of the New York Fed, gave “tacit approval” for 
National City’s intervention in the call loan market on March 26. (Harrison 
succeeded Benjamin Strong as Governor following Strong’s death in 
October 1928).*° In contrast, Senator Carter Glass strongly condemned 
Mitchell’s actions. Glass was a staunch supporter of the Federal Reserve 


Board’s policy of direct pressure, and he alleged that Mitchell violated his 
oath as a Class A director when he defied the Board’s policy: 


[A] Class A director of a Federal reserve bank, himself president of a great banking institution, 
vigorously slaps the [Federal Reserve Board] in the face and treats its policy with contempt. ... 
He avows his superior obligation to a frantic stock market over against his oath as a director of 
the New York Federal Reserve Bank, under the supervisory authority of the Federal Reserve 


Board.*! 


Glass called on the New York Fed to demand Mitchell’s resignation. The 
New York Fed did not do so, and Mitchell continued to serve as a Class A 
director until his term expired in December 1931.47 Mitchell’s intervention 
in the call loan market, with the implicit backing of the New York Fed, 
reflected the ongoing policy disagreements among the New York Fed, other 
regional Federal Reserve Banks, and the Federal Reserve Board. The Fed’s 
internal conflicts became even more heated after the stock market crashed, 
as described in Chapter 5, and those conflicts undermined the Fed’s ability 
to respond effectively to the Great Depression. Congress amended the 
Federal Reserve Act in 1935 by changing the Fed’s structure in ways that 
established the Federal Reserve Board’s supremacy over the regional 
Banks.*° 

After Mitchell’s intervention stabilized the stock market, the Federal 
Reserve Board toned down its policy of direct pressure and largely 
abandoned that policy after July 1929. In August, the Board agreed that the 
New York Fed could raise its discount window rate to 6%. That rate 
increase proved to be largely symbolic. Other regional Federal Reserve 
Banks decided not to increase their discount window rates above 5%, and 
the New York Fed mitigated the impact of its discount window rate hike by 
reducing its discount rate for bankers’ acceptances. The New York Fed’s 
actions therefore had relatively little short-term impact on the stock market, 
and the boom continued. In John Kenneth Galbraith’s view, the Fed’s 
indecisive actions after March 1929 indicated the Fed’s reluctance to take 
measures that could trigger a stock market crash, as well as the “mastery” 
that Mitchell and other Wall Street bankers enjoyed during the stock market 
boom.“4 Frederick Allen agreed that “Reserve authorities were beaten” by 
Mitchell’s intervention in March 1929, and that defeat provided renewed 


momentum for the bull market.*° 


The stock market enjoyed a final spectacular surge during the summer of 
1929. The New York Times industrial index increased by almost 30% during 
June, July, and August.*° As Frederick Allen recounted in 1931, investor 
confidence rose in tandem with the market’s relentless advance. Market 
participants “were comforted by the fact that every crash of the past few 
years had been followed by a recovery, and that every recovery had 
ultimately brought [stock] prices to a new high point.”*” 

A few commentators warned of impending disaster, but most business 
and financial leaders, journalists, and economists dismissed those warnings. 
On March 8, 1929, Paul Warburg, a distinguished banker and one of the 
architects of the Federal Reserve System, warned that the ongoing “orgies 
of unrestrained speculation” would ultimately lead to a collapse of the stock 
market and “a general depression involving the entire country.” Wall Street 
spokesmen attacked Warburg for “sandbagging American prosperity,” and 
some alleged that he was trying to short the market.*® 

Warburg’s admonition was quickly forgotten as the stock market boom 
accelerated during the summer of 1929. Bernard Baruch, a well-known 
speculator, said in June that “the economic condition of the world seems on 
the verge of a great forward movement.” In August, another prominent 
speculator, John J. Raskob, published an article entitled “Everyone Ought to 
Be Rich” in the Ladies’ Home Journal. Raskob, who was Chairman of the 
Democratic National Committee, claimed that anyone who invested $15 
each month in the stock market and reinvested dividends would build a 
fortune of $80,000 within twenty years.*? 

Joseph Lawrence, a young economics professor at Princeton, published a 
book entitled Wall Street and Washington in 1929. Lawrence’s book 
expressed unlimited faith in the accuracy of the stock market’s judgments. 
In support of his claim that “stocks are not at present over-valued,” 
Lawrence pointed to “the consensus of judgment of the millions whose 
valuations function on that admirable market, the Stock Exchange.” 
Lawrence challenged critics who questioned the sustainability of the stock 
market boom by asking, “Where is that group of men with the all- 
embracing wisdom which will entitle them to veto the judgment of this 
intelligent multitude??? 


Charles Amos Dice, a professor of business organization at Ohio State, 
published a similarly optimistic book in 1929, entitled New Levels in the 
Stock Market. Dice’s book described “a mighty revolution in industry, in 
trade, and in finance,” and he argued that rising stock prices were simply 
“registering the tremendous changes that were in progress.” Dice enthused 
that “the Coolidge [stock] market had gone forward like the phalanxes of 
Cyrus.”?! Much like the politicians, regulators, bankers, and real estate 
investors who embraced the housing market bubble during the mid-2000s, 
believers in the stock market boom of 1929 scoffed at anyone who pointed 
to the storm clouds on the horizon. 

The great bull market of the late 1920s peaked on September 3, 1929, 
when the Dow Jones Industrial Index closed at 381. Two days later, the 
market suffered a sharp loss. On the same day, Roger Babson, a business 
Statistician who had predicted a market crash since 1927, forecast that 
“sooner or later, a crash is coming ... and it may be terrific.” He warned 
that “the result will be a serious business depression.”°7 

Irving Fisher, a prominent Yale economist, promptly rebutted Babson’s 
dire prediction. Responding to an inquiry from the New York Times, Fisher 
declared, “Stock prices are not too high, and Wall Street will not experience 
anything in the nature of a crash.” The stock market rallied on September 6, 
and Wall Street journalists mocked Babson as a “prophet of loss” who 
suffered from “Babsonmindedness.”°? 

President Hoover had deep and long-standing concerns about the stock 
market boom. In March, he urged Richard Whitney, the NYSE’s vice 
president, to adopt measures to discourage excessive speculation. In 
October, Hoover sent his close friend Harry Robinson, a Los Angeles 
banker, to discuss the situation on Wall Street with leading New York 
bankers. On both occasions, Wall Street’s leaders assured Hoover that the 
stock market was in fine shape. On October 19—less than a week before 
the Great Crash—Thomas Lamont, a leading partner in J. P. Morgan & Co., 
told Hoover in a letter, “There is a great deal of exaggeration in current 
gossip about speculation. ... Since the war the country has embarked on a 
remarkable period of healthy prosperity. ... The future appears brilliant.”°* 

Despite the unwavering optimism of Wall Street bankers, the stock 
market could not sustain any upward movement during September and 
October, and stock prices began to slip. After a sharp drop on October 21, 


the market had lost most of its gains since the spring of 1929.°° In response 
to the weakening market, Wall Street’s leaders assured the public that the 
stock market and the economy remained strong. On October 13, the annual 
convention of the Investment Bankers Association (IBA)—an organization 
representing investment banks and commercial banks with securities 
operations—declared that “the securities business would continue to 
prosper and that stock prices would climb to new highs.” The convention’s 
proceedings “made no mention of the fact that the stock market had already 
suffered serious declines ... since September 5.” Instead, the IBA’s 
members said they “look forward to 1930 with the greatest of 
confidence.”°° 

Charles Mitchell expressed similarly bullish sentiments on October 15 as 
he boarded an ocean liner in Germany for his return voyage to New York. 
Mitchell opined, “The markets generally are now in a healthy condition 
[and] values have a sound basis in the general prosperity of our country.”°” 
On October 22, after Mitchell arrived in New York, he told journalists that 
declines in stock prices had gone “too far,’ and he assured them that 
economic conditions were “fundamentally sound.” He argued that the 
public was “suffering from ‘brokers loanitis’” because the press placed too 
much emphasis on the unprecedented volume of brokers’ call loans.°® 

Irving Fisher of Yale supported the bankers’ optimism. On October 15, 
Fisher proclaimed, “Stock prices have reached what looks like a 
permanently high plateau. ... I expect to see the stock market a good deal 
higher than it is today within a few months.”°? On October 21, Fisher 
downplayed the significance of the market’s sharp decline that day. In his 
view, the market decline was “only shaking out the lunatic fringe.”°° 


Despite the many assurances given by Wall Street’s leaders and advocates, 
investor confidence vanished and the Great Crash occurred during the last 
week of October. On October 23, the stock market experienced “a sudden 
avalanche of sell orders” and “a perfect Niagara of liquidation.” The New 
York Times industrial average “dropped from 415 to 384, giving up all of its 
gains since the end of the previous June.”°! Following the market’s severe 
losses on October 23, brokers made widespread margin calls on their 


customers, and many speculators decided it was time to get out of the 
market.° 

When trading began on October 24—Black Thursday—a “tidal wave of 
panic” swept through the stock market. The ticker tape was more than 
ninety minutes late by 1 p.m., and closing prices for stocks were not 
reported until about four hours after the NYSE closed at 3:30 p.m.°° During 
the morning session on Black Thursday, stock prices fell “with an 
altogether unprecedented and amazing violence.” As the ticker ran further 
and further behind actual trading, “uncertainty led more and more people to 
try to sell.” In describing Black Thursday two years later, Frederick Allen 
recalled, “It is the unknown which causes real panic.”°4 

On the afternoon of Black Thursday, Wall Street’s chieftains tried to 
rescue the stock market as J. P. Morgan, Sr. had saved New York City’s 
banking system during the Panic of 1907. Six leading bankers—Charles 
Mitchell of National City, Albert Wiggin of Chase, William Potter of 
Guaranty Trust, Seward Prosser of Bankers Trust, and George Baker of 
First National Bank—went to the offices of J. P. Morgan & Co. shortly after 
noon. Following a brief meeting, Thomas Lamont of Morgan met with 
reporters. Showing a “sangfroid” that was “legendary,” Lamont 
commented, “There has been a little distress selling on the Stock Exchange 
... due to a technical condition of the market.” Lamont assured the 
assembled journalists that market conditions were “susceptible to 
betterment.”°° 

At 1:30 p.m., Richard Whitney, the NYSE’s vice president, went to the 
NYSE’s trading floor and placed bids for more than a dozen leading stocks, 
Starting with United States Steel. Market participants understood that 
Whitney was acting for the bankers’ group, since he was the House of 
Morgan’s regular broker. Whitney placed his bids at levels equal to the last 
reported sale price for each stock, thereby sending a clear signal that the 
bankers’ group intended to stabilize market prices. As Frederick Allen 
explained, “The desperate remedy worked. The semblance of confidence 
returned.” Although prices began to slide again during the final hour of 
trading, “the bankers’ pool had prevented for the moment an utter 
collapse.”°” 

The bankers’ group purchased about $130 million of stocks during their 
collective efforts to stabilize the market between Black Thursday and 


November 11. News headlines on October 25 and October 26 praised the 
bankers for their timely intervention. The New York Times reported that 
Wall Street felt “secure in the knowledge that the most powerful banks in 
the country stood ready to prevent a recurrence” of panic selling. After a 
meeting on the evening of Black Thursday, representatives of thirty-five 
securities brokerage firms told the press that the stock market was 
“fundamentally sound” and “technically in better condition than it has been 
in months.” Charles Mitchell similarly maintained that the panicked selling 
on Black Thursday was due to “purely technical” factors, and 
“fundamentals remained unimpaired.”°? 

Prices remained relatively stable on the stock market during the Friday 
and Saturday trading sessions that followed Black Thursday. On Friday, 
October 25, President Hoover assured the nation that “the fundamental 
business of the country, that is production and distribution of commodities, 
is on a sound and prosperous basis.” The bankers’ group asked Hoover to 
endorse the soundness of the stock market, but he declined. Wall Street 
bankers and brokers quickly stepped into the breach by organizing a 
“concerted advertising campaign,” which urged the public to buy stocks. 
One advertisement stated, “We believe that the investor who purchases 
securities at this time with the discrimination that is always a condition of 
prudent investing may do so with utmost confidence.””° 

Despite all the assurances from Wall Street after Black Thursday, a 
“second hurricane of liquidation” occurred on Monday, October 28. 
Declines in stock prices were “far more severe” than on Black Thursday, 
and the Dow Jones Industrial Index fell by 38 points to 260, “the largest 
drop on record.” There was no sign of any intervention by the bankers’ 
group, and prices did not recover during the afternoon. Trading volume was 
exceptionally heavy, and the ticker tape was almost three hours late when 
trading ended on the NYSE. “Margin calls over the weekend were a 
substantial factor in the decline. Foreigners were also heavy sellers ... 
because the end of the U.S. boom was clearer to foreign investors.””! 

The bankers’ group held a two-hour meeting after the stock market 
closed on October 28. Thomas Lamont emerged from the meeting and told 
the press that the market had “hopeful features.” Lamont said the bankers’ 
group would continue “to offer certain support and to act as far as possible 


as a Stabilizing factor.” However, he cautioned that the group did not intend 
“to maintain prices as such, but to insure a free and open market.”’~ 

Lamont’s statement had a “chilling” effect on investor confidence. On 
Black Thursday, the bankers’ group “had supported prices and protected 
profits—or stopped losses.” In contrast, Lamont’s statement on the evening 
of October 28 made clear that “prices were to be allowed to fall.” As a 
result, “no one any longer could feel secure” that the banks would intervene 
to maintain the current level of stock prices.”° 

The next day—“Tragic Tuesday”—was “the most devastating day in the 
history of the New York stock market.” Trading volume on October 29 was 
“immensely greater than on Black Thursday,” and “great blocks of stock 
were offered for what they would bring.” Efforts by the bankers’ group to 
stabilize the market were “swept violently aside” as sell orders “deluged the 
market.” Total losses for the day on NYSE-listed stocks exceeded $8 
billion.”4 

After Tragic Tuesday, public opinion turned against Wall Street. The 
bankers’ group was “blamed for having failed to prevent the crash,” and 
rumors spread that banks were selling the market short. Lamont met with 
the press again that evening, and he denied that any members of the 
bankers’ group were selling stocks.” (In fact, as described in Chapter 6, the 
Senate’s 1933 investigation of Wall Street revealed that Albert Wiggin of 
Chase National Bank made large profits from short sales of Chase’s stock 
during the crash.) 

As John Kenneth Galbraith observed, “Few men ever lost position so 
rapidly as did the New York bankers in the five days from October 24 to 


October 29.”’° Similarly, Vincent Carosso concluded: 


The events of the crash made a mockery of the investment bankers’ much touted expertise and 
overoptimistic forecasts. The crash demonstrated how powerless they were in the face of 
disaster. Public confidence in financiers generally and in Wall Street bankers particularly was 


shattered entirely as the stock market belied their every statement. ’” 


The New York Fed helped to prevent a complete breakdown of New York’s 
financial markets during the Great Crash. During the last week of October, 
nonbank lenders demanded repayment of over $2 billion of brokers’ call 
loans. Those demands threatened to cause widespread defaults among 


brokers and could have triggered a general collapse of the call loan market. 
To prevent that outcome, the New York Fed provided extensive liquidity 
support to its member banks by purchasing $160 million of government 
securities and by offering to provide discount window loans on request to 
all member banks. The New York Fed’s assistance allowed New York banks 
to acquire more than $1 billion of call loans from brokers, thereby avoiding 
the liquidation of those loans by nonbank lenders. While the call loan 
market shrank, it did not collapse, and most brokers survived the crash.’® 

The stock market continued to spiral downward until November 13, 
1929. The Dow Jones Industrial Index declined to 198 on that day, marking 
a fall of 48% from its peak on September 3, and wiping out all of the gains 
of the past two years.’? The market finally stabilized on November 14, and 
stock prices rose modestly during the rest of 1929. The Dow Jones 
Industrial Index climbed back to 248 by year’s end, still 35% below its 
peak. The combined value of all NYSE-listed common and preferred stocks 
dropped by $25 billion, or 28%, between September 1 and the end of 
1929.80 

The Fed’s internal debates continued, but the Fed ultimately agreed on 
measures that helped to stabilize financial markets during November and 
December. The Federal Reserve Board and some regional Federal Reserve 
Banks criticized the New York Fed for acting unilaterally in buying $160 
million of government securities during the last week of October. After 
prolonged discussions, the Board agreed with the New York Fed’s plan to 
purchase up to $200 million of additional government securities during 
December. The Board also approved requests by the New York Fed to cut 
its discount window rate in two steps from 6% to 4.5%. In return, the New 
York Fed agreed not to make additional open-market purchases of 
government securities without the Board’s prior consent, except in 
emergencies. Thus, at the end of 1929, the Federal Reserve Board and the 
regional Banks reached a temporary consensus on how the Fed should 
respond to the crash.®! 

The Fed’s easing of monetary policy after the crash reversed much of the 
tightening that the Fed had imposed during 1928 and the first half of 1929. 
Short-term interest rates for prime commercial paper, bankers’ acceptances, 
and brokers’ call loans dropped significantly between September and 


December 1929. As a result, short-term rates in the money market returned 
to levels close to those of mid-1928.°7 

President Hoover responded to the Great Crash with a series of measures 
designed to support the economy. In November 1929, Hoover held a series 
of meetings with business and labor leaders. Business leaders promised not 
to dismiss workers or cut wages, based on reciprocal pledges from labor 
leaders not to demand higher wages or call strikes. In December, Hoover 
persuaded Congress to approve a $160 million reduction in income tax 
rates. At Hoover’s urging, federal government agencies approved $250 
million of new public works projects for 1930, and some state and local 
governments implemented similar public works programs. Hoover also 
encouraged public utilities and railroads to accelerate their plans for new 
construction, and those industries increased their construction projects by 
about $1 billion during 1930.°° 

During the first half of 1930, the Fed took further steps to ease monetary 
policy. The New York Fed reduced its discount window rate in four steps to 
2.5% (with the Federal Reserve Board’s approval), and the New York Fed 
also reduced its discount rate for bankers’ acceptances to 1.875%. Short- 
term interest rates for commercial paper and call loans continued to decline 
during the first half of 1930. In addition, the amount of outstanding 
commercial paper doubled to more than $550 million during the first half of 
1930. Conditions in the money market appeared to be relatively favorable 
during the early months of 1930.°4 

At the beginning of 1930, many politicians, business leaders, and 
investors believed that the worst effects of the crash had dissipated, and 
they expected economic conditions to improve.®° The huge inflow of 
money into the stock market from domestic and international investors 
during 1928 and 1929 had created tight money conditions as well as higher 
interest rates in the U.S., Britain, and Europe. Many observers hoped that 
the end of the stock market boom would lead to more favorable credit 
conditions and greater economic stability. The volume of brokers’ call loans 
in New York dropped from $8.5 billion in October 1929 to $4.0 billion in 
January 1930. Many foreign investors withdrew their funds from the call 
loan market and returned those funds to Britain and Europe. As they did so, 
exchange rate pressures on foreign central banks eased. The Bank of 


England and many European central banks reduced their lending rates in 
early 1930 in concert with the Fed.°° 

Foreign bond markets temporarily revived after the crash, as investors in 
the U.S., Britain, and Europe shifted from stocks to foreign bonds. During 
the first half of 1930, substantial new offerings of foreign bonds occurred in 
New York, London, and West European financial centers. The Young Plan’s 
authorization of new loans for Germany created additional grounds for 
optimism that 1930 would be a year of economic stability and growth on 
both sides of the Atlantic.®” 

The Hoover administration and business leaders assured the American 
public that the U.S. economy would soon recover, just as it had done in 
1922, 1924, and 1927.89 Charles Mitchell and Albert Wiggin played 
prominent roles in those confidence-building efforts. When Mitchell 
addressed National City’s annual meeting of shareholders in January 1930, 
he reported that “industry and trade are more adequately financed than at 
any time in the past,” and he hailed the positive effects of declining interest 
rates. According to Mitchell, “A general feeling of confidence exists 
throughout the country. ... It does not appear probable that business will 
remain below the normal stage of activity for any protracted period.”®? 

Wiggin similarly professed that “business morale is good” in his annual 
report to Chase’s shareholders in January 1930. Wiggin praised President 
Hoover and the Fed for their timely responses to the crash, and he argued 
that “Wall Street remained a disciplined army in the face of the shock.” 
Wiggin therefore concluded, “We are thoroughly justified in saying 
‘business as usual.’ ”9° 


In response to all of the hopeful signals from political and business leaders, 
the U.S. stock market staged an encouraging rally during the early months 
of 1930. The Dow Jones Industrial Index rose to 294 on April 17, nearly 
matching its level at the end of 1928 and marking a strong recovery from its 
low point of 198 in November 1929.°! 

The U.S. bond market also rallied in early 1930. Domestic and foreign 
corporations and governments issued more than $3 billion of bonds during 
the first five months of 1930.2* Commercial and investment banks took 
advantage of that window of opportunity to underwrite a number of risky 


bond issues that subsequently performed very poorly. Widespread defaults 
on those bonds indicated that underwriters were eager to resume their 
strategy of selling speculative securities to the public—a strategy that 
provided handsome fees and profits for underwriters but inflicted disastrous 
losses on investors. 

In January 1930, Halsey, Stuart & Co., a prominent Chicago investment 
bank, and its syndicate partners sold $60 million of convertible debentures 
issued by Insull Utility Investments, Inc. (IUI). Halsey, Stuart’s syndicate 
included securities affiliates of several large Chicago banks, including 
Continental Illinois, National Republic, and the Foreman State group. IUI 
was one of two giant holding companies that sat on top of Samuel Insull’s 
complex pyramid of utility companies. Insull’s multi-tiered utility empire 
produced more than 10% of all electric power in the U.S. and served more 
than five thousand communities in thirty-two states.9° 

During World War I, Insull helped to organize highly successful Liberty 
bond drives in Illinois. Like Charles Mitchell of National City, Insull used 
his Liberty bond experiences to perfect “high-pressure sales tactics” for 
marketing securities issued by his utility companies. Insull strongly 
encouraged customers of his utility companies to buy stocks and bonds 
issued by those companies. Insull believed that he could maintain effective 
control over his empire if customers were the primary owners of his utility 
companies.?* 

Insull worked closely with Halsey, Stuart to organize the sale of Insull 
utility securities to retail investors. For example, Halsey, Stuart sponsored a 
series of radio programs in which a University of Chicago professor— 
known as the “Old Counselor”—provided advice on “principles of sound 
investment to millions of listeners.” Reading from scripts prepared by 
Halsey, Stuart, the “Old Counselor” encouraged the public to buy Insull 
utility securities as well as other securities underwritten by Halsey, Stuart.?° 

Halsey, Stuart’s underwriting syndicates for Insull utility securities used 
the sales pitch “If the light shines, you know your money is safe.” When 
Halsey, Stuart offered securities issued by Insull companies, it did not 
disclose that it held significant ownership stakes in those companies. 
Halsey, Stuart “tried to disguise its ownership interest in Insull by placing 
its holdings in the name of a midlevel corporate executive.” The public 
eagerly purchased Insull securities because “the name of Insull was magic.” 


More than a million investors held stock or bonds in Insull’s companies 
when his empire collapsed in 1932.%° 

Beginning in 1928, Samuel Insull conducted a two-year campaign to 
block a hostile takeover attempt by Cyrus Eaton, a Cleveland financier. In 
1929, Insull created two top-tier holding companies—IUI and Corporation 
Securities Co. (CSC)—to centralize his control over his empire. IUI and 
CSC issued more than $250 million of securities in 1929 and 1930 in public 
offerings underwritten by Halsey, Stuart’s syndicates. Those financings 
included IUI’s offering of $60 million of debentures in January 1930, and 
CSC’s contemporaneous offering of $30 million of debt securities. Middle 
West Utilities Co., an intermediate-level holding company, issued $50 
million of new bonds in early 1930.9” 

The audacity and success of Insull’s financings in 1930 “set Chicago 
observers gaping.”°° The public had great faith in Insull and viewed his 
securities as “blue chip” investments. It was therefore relatively easy for 
Halsey, Stuart’s syndicates to sell the 1930 bond issues. However, Insull’s 
empire was so structurally complex—with multiple layers of holding 
companies stacked on top of dozens of operating companies—that it was 
impossible for investors to evaluate the actual risks of the Insull bond 
offerings in 1930.79 

In June 1930, Insull increased the vulnerability of his highly leveraged 
empire when IUI and CSC purchased Cyrus Eaton’s holdings of Insull 
securities for $56 million. To finance that buyout, IUI and CSC took out 
$48 million of short-term loans from banks in Chicago and New York, and 
Insull pledged his personal holdings of CSC and IUI stock as collateral for 
those loans. When Insull’s utility empire collapsed in 1932, the holders of 
equity and debt securities issued by CSC, IUI, and Middle West lost most of 


their investments. 10° 


Commercial and investment banks sold other high-risk securities to the 
public during the bond market rally in early 1930. In February, Chase 
Securities Corp., the securities affiliate of Chase National Bank, led an 
underwriting group that sold $40 million of Cuban government bonds to the 
American public. As described in Chapter 3, the offering prospectus did not 
disclose that all of the 1930 bond proceeds would be used to pay off $40 


million of loans that Cuba had previously received from Chase and other 
members of its banking group. Thus, investors did not know that the 1930 
bond offering had the practical effect of transferring $40 million of Cuban 
sovereign debt risk from Chase’s banking group to public investors. Cuba 
defaulted on those bonds in 1933.'0! 

In April 1930, Chase arranged an equally hazardous public offering of 
$30 million of ten-year debentures issued by General Theatres Equipment, 
Inc. (GTE). Chase and its syndicate partners received an “unusually high 
underwriting fee” of 9.5% for that offering.!°* The GTE debentures were 
part of a complex financing scheme that enabled GTE to acquire control of 
Fox Film Corp. (Fox), which owned a chain of theaters and a motion 
picture studio. 

Fox had encountered serious financial problems in late 1929, after Fox 
took on large amounts of debt in an unsuccessful attempt to acquire Loew’s 
Inc. (the owner of a competing chain of theaters and a rival movie studio, 
Metro-Goldwyn-Mayer). In early 1930, Chase and Halsey, Stuart financed 
GTE’s hostile takeover of Fox. Chase provided a $15 million loan to GTE 
and served as lead underwriter for GTE’s ten-year debentures. Another 
syndicate organized by Chase and Halsey, Stuart sold $65 million of one- 
year notes issued by GTE and its subsidiary Westco. GTE’s takeover of Fox 
proved to be calamitous for Chase, for Halsey, Stuart, and for the investors 
who bought GTE securities. GTE filed for bankruptcy in 1932.!°° 

In April 1930, National City underwrote an offering of $25 million of 
Chilean bonds to American investors. National City had good reason to 
know that Chile was a high-risk debtor. In 1929, as described in Chapter 3, 
National City performed extensive research on Chile’s economic situation 
and encountered significant problems in selling bonds issued by Lautaro 
Nitrate, a Chilean company. Chile’s economy depended heavily on exports 
of copper and nitrate, and prices for those commodities plunged after early 
1929. In 1931, Chile defaulted on all of its outstanding bonds, including the 
bonds sold by National City in 1930.14 

In May 1930, Hallgarten & Co., a private investment bank, led a 
similarly ill-fated offering of $17.6 million of Uruguayan bonds to 
American investors. Uruguay defaulted on those bonds in 1931.1°° 

In June 1930, J. P. Morgan & Co. and National City led a syndicate of 
American commercial and investment banks that underwrote $98.5 million 


of Young Plan bonds issued by Germany. As discussed in Chapter 3, the 
Morgan—National City syndicate experienced great difficulties in 
completing that offering, due to a lack of investor enthusiasm for the Young 
Plan bonds. By 1932, the market value of those bonds had fallen by almost 
two-thirds. In 1934, the Nazi regime defaulted on all bonds held by 
American investors.!°° 

Relatively few non-Canadian foreign bonds were issued in the U.S. after 
the Young Plan offering, and the foreign bond market shut down completely 
in 1931. Offerings of domestic corporate bonds also declined sharply in 
mid-1930 due to deteriorating business conditions and the slumping stock 
market. Municipal bonds continued to be issued at a relatively steady pace 
until October 1930, but the municipal bond market became dormant 
thereafter as serious banking problems emerged.!27 


The short-lived rallies in the stock and bond markets ended during the early 
summer of 1930, as it became clear that the U.S. economy had entered a 
severe recession.!9° Prices for most commodities declined steadily after the 
spring of 1929. Industrial production peaked in July 1929, declined 
modestly during the early fall, and dropped more rapidly after the Great 
Crash. By December 1929, auto production and machine tool orders had 
fallen to about half their levels for the previous year. There was a temporary 
revival of industrial production in early 1930, but output fell sharply 
thereafter. In December 1930, total industrial output was 37% below its 
peak in July 1929.19 

The primary reason for the economy’s rapid deterioration in 1930 was “a 
collapse in domestic consumption spending.”''!? Consumer demand 
declined sharply for durable and semidurable goods, including automobiles, 
appliances, radios, furniture, other home furnishings, clothing, and shoes. 
Those were the same categories of consumer goods for which demand and 
output had expanded most rapidly during the 1920s. The nation’s output of 
durable goods fell by a third in 1930, and output of semidurable goods 
declined by a fifth.'"' Passenger car production fell by almost 40%, leading 
to steep drops in output for steel, plate glass, and tires.!! 

Consumers also stopped buying new homes, and the value of new home 
construction fell by almost half in 1930. As consumer demand weakened 


across many economic sectors, manufacturers canceled plans to build new 
plants and stopped buying new equipment. Many real estate developers 
abandoned projects for building new apartments, hotels, offices, and stores. 
The total value of new private sector construction declined by more than a 
quarter in 1930, despite increases in construction by railroads and public 
utilities. Investments in production equipment fell by more than a fifth.!! 

Rapid declines in private sector consumption and most types of fixed 
investments led to a sharp decline in national output during 1930. Falling 
consumption accounted for almost half of the 9.3% drop in U.S. GNP 
during 1930, while reductions in fixed investments were the second-most- 
important factor. Government spending rose during 1930, due in large part 
to President Hoover’s public works initiatives, but that increase was far too 
small to offset the steep drops in private sector consumption and output.!'4 
Corporate profits in 1930 fell more than two-thirds below their level in 
1929. More than twenty-six thousand commercial and industrial firms filed 
for bankruptcy in 1930.1!° 

There were several reasons for the dramatic decline in consumption 
during 1930. Rising unemployment and falling incomes forced many 
households to cut back on discretionary purchases of nonessential goods. 
The number of unemployed workers nearly tripled in 1930, as 2.8 million 
people lost their jobs and the national unemployment rate reached almost 
9%. Producers of durable goods cut their employment rolls by 20%. 
Widespread layoffs and shorter workweeks caused total personal income to 
fall by more than 10% during 1930.''° 

As discussed in Chapter 2, many consumers carried heavy debt burdens 
from real estate mortgages and installment loans they had taken on during 
the economic boom of the 1920s. Consumers made deep cuts in 
discretionary spending as they tried to avoid losing homes, cars, appliances, 
and other goods they had purchased on credit.!"” 

Many affluent households—who were most likely to buy new homes, 
automobiles, and other expensive goods—suffered heavy losses during the 
Great Crash and faced severe financial stress due to continued declines in 
their investment portfolios and their need to pay off margin loans. The top 
5% of U.S. households accounted for a third of total private incomes, and 
their reductions in big-ticket purchases contributed significantly to the fall 
in demand for housing and durable goods.''® British journalist Francis 


Hirst, who visited the U.S. in late 1929, reported that “the first result [of the 
crash] has been a heavy decline in luxury buying of all sorts and also a large 
amount of selling of such things as motor cars and fur coats.” Hirst 
commented that “the favored health resorts have suffered enormously ... a 
very great number of servants, including butlers and chauffeurs, have been 
dismissed.” !!9 

The Great Crash and its aftermath dealt a powerful psychological blow to 
the confidence that the long boom of the 1920s had instilled in American 
consumers and business firms. In November 1929, The Magazine of Wall 
Street reported that the crash had “an unfavorable influence on general trade 
both by curtailing purchasing power and by impairing the confidence of 
consumers and businessmen alike.” The same article noted an emerging 
“tendency to reduce or postpone projected commitments.” In December 
1929, Moody’s Investors Service stated that “the stock market break ... 
undermined general confidence,” and “almost everyone held his plans in 
abeyance and waited for the horizon to clear.” Six months later, The 
Magazine of Wall Street commented that “uncertainty and confused price 
trends have been the order of the day.” !7° 

Writing in June 1931, Frederick Allen highlighted the “profound 
psychological reactions from the exuberance of 1929” that Americans 
experienced after the crash. According to Allen, “There was hardly a man 
or woman in the country whose attitude toward life had not been affected 
by [the stock market boom] in some degree and was not now affected by the 
sudden and brutal shattering of hope.” The economic boom of the 1920s 
had resulted in “overproduction of capital; overambitious expansion of 
business concerns; [and] overproduction of commodities under the stimulus 
of installment buying and buying with stock-market profits.” In 1931, 
Americans found “themselves living in an altered world which called for 
new adjustments.”!*! Given the widespread loss of confidence and the 
highly uncertain economic conditions that followed the Great Crash, many 
consumers and business firms decided that the most prudent course of 
action was to reduce their spending and pay down their debts.!72 

U.S. banks system faced their own significant problems after the crash. 
During the 1920s, banks greatly expanded their holdings of higher-risk, 
illiquid assets, including real estate loans and securities-based loans and 
investments, as explained in Chapter 2. Many of the securities that banks 
held as investments or as collateral for loans were equity stocks or lower- 


quality debt securities, such as municipal bonds, corporate bonds, foreign 
bonds, and real estate bonds.!2° 

As discussed in Chapter 2, most real estate mortgages held by banks had 
terms of five years or less. Those mortgages typically provided for little or 
no payment of principal during their terms and required borrowers to make 
large balloon payments of principal on maturity. In addition, more than half 
of homeowners with first mortgages had taken out second mortgages, 
typically with terms of one to three years. Many homeowners therefore 
faced high default risks on their mortgages after the Depression began. 
Thus, banks held large amounts of risky assets in 1930 that were vulnerable 
to defaults by struggling households and heavily indebted business firms.'*4 


The Fed failed to take effective measures to counteract the sharp economic 
downturn that occurred during 1930. George Harrison, Governor of the 
New York Fed, proposed further steps to ease monetary policy during the 
late spring and early summer of 1930. The Federal Reserve Board permitted 
the New York Fed to purchase $50 million of government securities in June 
1930. However, the Board (with support from the Governors of several 
regional Federal Reserve Banks) refused to allow the New York Fed to buy 
additional government securities or to reduce its discount rate during the 
summer of 1930. Harrison’s opponents argued that short-term rates in the 
money market were already quite low in mid-1930, indicating that credit 
was “easy.” Opponents also warned that additional purchases of 
government securities could unleash a new wave of unhealthy speculation 
in the stock and bond markets. !7° 

Even Harrison stopped pushing for a more liberal policy after the largest 
New York banks significantly reduced their borrowings from the New York 
Fed and increased their liquidity reserves. Harrison sent a letter to other Fed 
Governors in July 1930, stating that “conditions in the money market” did 
not require further easing because major banks were “substantially out of 
debt” and had “some surplus funds available” for lending to the private 
sector./2° In September, Harrison strongly opposed a proposal for further 
easing made by Adolph Miller, a member of the Federal Reserve Board. 
Miller argued that the Fed should purchase additional government securities 
to stimulate the “stagnant” economy. Harrison and most of the other Fed 


Governors and Board members rejected Miller’s proposal. Harrison 
contended that Miller’s call for a “heavy dose of easy credit” would be 
“fraught with a great many dangers,” as it could encourage a renewed bout 
of speculation as well as an outflow of gold to Europe.!*’ 

Beginning with Milton Friedman and Anna Schwartz in the 1960s, 
economic historians have strongly criticized the Fed for not adopting 
additional monetary stimulus measures in 1930.'2° Given the severity of the 
nation’s economic slump in 1930, the Fed’s fears about encouraging a new 
speculative episode were clearly overstated. However, the Fed’s worries 
were not entirely irrational in light of its recent experience with the stock 
market boom, its inability to counteract that boom, and the flurry of high- 
risk bond offerings that banks quickly arranged when market conditions 
temporarily improved in early 1930. 

Most Fed policymakers did not see any reason to provide further 
monetary stimulus in the late summer and autumn of 1930 because they 
thought monetary policy was already “easy” and most private sector 
borrowers were not seeking new loans. In a November 1930 speech, 
Charles Hamlin of the Federal Reserve Board commented that banks “have 
ample reserves and stand ready to finance a growing volume of business as 
soon as signs of recovery express themselves in an increasing demand for 
credit.”!29 The Fed failed to recognize that money center banks had become 
“sun-shy” and were not eager to make new loans. Large banks reduced 
their borrowings from the Fed, trimmed their loan portfolios, and built 
“larger cash reserves as a precaution against further disasters.” !°° 

In addition, the Fed’s focus on the low level of interest rates for short- 
term loans in the money market was mistaken because the Fed “failed to 
distinguish between real and nominal interest rates.” Consumer and 
wholesale prices fell by 14-15% between September 1929 and September 
1930. As a result, even though the New York Fed cut its discount and bill 
acceptance rates after the crash by more than 3%, real short-term interest 
rates (adjusted for deflation) were actually “more than ten percentage points 
above the level of the earlier year.” Because the Fed failed to account for 
price deflation, its monetary policy in the fall of 1930 was therefore much 
tighter than Fed policymakers realized.'*! 

The Hoover administration also failed to respond effectively as the 
economy deteriorated during 1930. President Hoover believed that state and 


local governments and private charities should continue to take primary 
responsibility for helping poor and hungry people. He strongly encouraged 
relief efforts by local communities and charities, but he viewed direct, 
large-scale federal aid programs as an unprecedented and undesirable 
approach that should be used only as a last resort. Hoover did propose 
additional federal public works projects to boost employment and 
consumption. However, his desire to avoid large federal budget deficits and 
his disagreements with congressional leaders limited the size and economic 
impact of any new federal projects. '°¢ 

The U.S. economy continued to spiral downward during the autumn of 
1930, and the speculative risks that commercial and investment banks 
assumed during the boom years of the 1920s caused severe problems as the 
nation encountered its first major banking crisis since the Panic of 1907. 
That crisis began in November 1930, as described in Chapter 5, and it 
proved to be the first of a series of banking crises that plunged the U.S. and 
Europe into the Great Depression. 


5 
Nemesis 


The Universal Banking Model Failed During the Banking Crises of 
the Great Depression 


A series of banking crises erupted in the U.S. and Europe from the fall of 
1930 through the spring of 1933. Those banking crises caused recessions on 
both sides of the Atlantic to become the global Great Depression. Universal 
banks were at the epicenter of each major banking crisis. 

Countries with banking systems dominated by universal banks were more 
likely to experience systemic banking crises during the Great Depression, 
compared with nations in which banks were separated from securities 
markets.'_ Universal banks suffered heavy losses from securities 
investments and loans related to their securities underwriting and trading 
activities. As a result of those securities-related losses, “relatively minor 
shocks on the securities markets could produce crisis and stagnation for the 
entire economy.” Universal banks also incurred significant losses from their 
long-term equity investments in business clients. Those ownership interests 
“ensured that a recession in manufacturing would ripple rapidly through the 
banking system and the economy as a whole.”? 

Thus, nations with banking systems dominated by universal banks 
experienced contagious spillovers of risks and losses during the 1930s. In 
contrast, neither Britain nor Canada experienced a systemic banking crisis. 
While additional factors contributed to the greater resilience of British and 
Canadian banks, it was very significant that commercial banks were 
separated from securities markets in both countries. 


The first major banking crisis of the Great Depression occurred in the U.S. 
in late 1930. That crisis was triggered by the collapse of two universal 


banks—Caldwell and Company and Bank of United States. 

Caldwell and Company was a large financial-industrial conglomerate 
founded by Rogers Caldwell and headquartered in Nashville, Tennessee. 
Caldwell and Company was the leading underwriter in the South for 
municipal bonds, drainage bonds, and real estate bonds for hotels and 
apartment buildings. Caldwell and Company also purchased controlling 
equity interests in a chain of banks and several insurance companies. The 
firm required its bond underwriting customers to deposit the proceeds of 
their bond issues in Caldwell-controlled banks. Caldwell’s insurance 
companies also kept large deposits in those banks. Caldwell and Company 
used its affiliated banks and insurance companies as dumping grounds 
(purchasers of last resort) for bonds that the firm could not sell to the 
public.? 

Caldwell and Company gained control of two dozen industrial and 
commercial enterprises, including textile mills, clothing manufacturers, 
department stores, newspapers, and Nashville’s minor league baseball team, 
as well as producers and distributors of asphalt, cement, coal, petroleum, 
and dairy products. Caldwell and Company underwrote bonds for those 
companies, and the companies maintained large deposits in Caldwell- 
controlled banks. Caldwell and Company also created an investment trust, 
known as Shares-in-the-South, which sold more than sixty thousand shares 
to the public. Shares-in-the-South bought two-thirds of its portfolio of 
investment securities from Caldwell and Company.* 

In 1929, Caldwell and Company was “the dominant investment banker of 
the South” as well as “the largest financial conglomerate in the South.”° 
The enterprises controlled by Caldwell and Company had more than $500 
million of assets.° Caldwell and Company promoted the firm’s political 
interests through the three newspapers it controlled. Rogers Caldwell and 
his partner, Luke Lea, built a political machine that helped to elect Henry 
Horton as Governor of Tennessee in 1928. Horton told state officials to 
award contracts to Caldwell and Company for underwriting state agency 
bonds and paving roads. Horton also directed state agencies to deposit large 
sums in Bank of Tennessee, Caldwell’s primary bank.’ 

Caldwell and Company faced severe problems after the Great Crash in 
October 1929. The firm suffered large losses from the declining value of its 
securities portfolio as well as its failed efforts to support the market price of 


Shares-in-the-South. At the end of 1929, more than four-fifths of the 
securities held by Caldwell and Company were defaulted bonds, securities 
issued by its controlled companies, and other illiquid securities that the firm 
could not sell to the public. More than half of Caldwell and Company’s 
liabilities were due on demand, and those demand liabilities were nine 
times as large as its liquid assets. Caldwell and Company operated with 
dangerously low capital, and its assets-to-equity ratio rose to 21:1 at the end 
of 1929.° 

Bank of Tennessee (Caldwell and Company’s primary bank) was also in 
a gravely weakened state. The bank relied heavily on deposits of state 
government funds, and most of the bank’s assets were illiquid securities that 
Caldwell and Company had dumped on it.!° In a last-ditch effort to save his 
empire, Rogers Caldwell arranged a merger in June 1930 between Caldwell 
and Company and BancoKentucky Company. BancoKentucky controlled 
National Bank of Kentucky in Louisville and several other banks in 
Kentucky and Ohio. National Bank of Kentucky provided a $2.4 million 
loan that gave temporary relief to Caldwell and Company. However, 
BancoKentucky was plagued by its own serious problems.!" 

Caldwell and Company’s position became untenable as economic 
conditions deteriorated during the second half of 1930, due in part to a 
severe drought that afflicted much of the Midwest and South. The 
Tennessee superintendent of banks closed Bank of Tennessee on November 
7, 1930, and Caldwell and Company was placed in receivership six days 
later. News of Caldwell and Company’s collapse precipitated a severe 
regional banking panic, which spread throughout the Federal Reserve 
Districts of St. Louis, Atlanta, and Richmond. Depositor runs led to the 
failures of National Bank of Kentucky and more than a hundred other banks 
that either were controlled by Caldwell and Company or were 
correspondent banks of Caldwell affiliates. The widespread failures of 
Caldwell-connected banks in Arkansas, Kentucky, North Carolina, and 
Tennessee triggered depositor runs that closed dozens of other vulnerable 
banks in southern Illinois, Iowa, Missouri, and Mississippi.! 

Many of the Caldwell-controlled insurance companies and industrial 
firms failed, and most of the industrial and real estate bonds underwritten 
by Caldwell and Company defaulted. Caldwell and Company’s demise 
“resulted in tremendous losses to investors, depositors, and policyholders, 


and ... brought about an impairment of resources in the South and certain 
sections of the Mid-West sufficient to cause an intensification of the 


depression in those regions.”!? 


Bank of United States (BUS) was the second large universal bank that 
failed during the first U.S. banking crisis in late 1930. BUS was the twenty- 
eighth-largest bank in the U.S. and a state-chartered member bank of the 
Federal Reserve System. BUS operated almost sixty branches in the New 
York City metropolitan area and held $315 million of assets and $240 
million of deposits. The bank was founded in 1913 by Joseph Marcus, and 
its primary customers were garment firms, garment workers, and Jewish 
families in New York City. In 1929, BUS had 440,000 depositors, more 
than any other bank in the nation.!4 

Joseph Marcus operated BUS in a prudent manner until he died in July 
1927. After Joseph’s death, his son Bernard and friend Saul Singer assumed 
control of the bank. Bernard and Saul quickly embarked on an aggressive 
growth and diversification program that resembled Rogers Caldwell’s 
empire-building spree. BUS created two securities affiliates, and the shares 
of one of those affiliates (Bankus Corporation) were combined with the 
shares of BUS to create stock “units.” BUS’s securities affiliates actively 
traded in the units of BUS-Bankus stock to boost their market price, in the 
same way that National City Corporation and Chase Securities Corporation 
traded in the stocks of their bank affiliates to increase their market values. 
The second securities affiliate of BUS (City Financial) managed a portfolio 
of more than $30 million of securities. BUS made large loans to its 
securities affiliates to support their operations.!° 

In 1928 and 1929, BUS acquired five banks and extended its branch 
network into all of New York City’s boroughs. To accomplish the last and 
largest of those mergers, BUS issued a large number of stock units to 
directors and principal shareholders of the acquired bank.'° BUS also 
established more than thirty real estate affiliates, which received loans from 
BUS and sold real estate bonds to finance the construction of apartment 
buildings.!” 

The price of BUS-Bankus stock units declined during the summer of 
1929, as shareholders of the most recently acquired bank sold their units 


into the market. BUS’s securities affiliates and a trading syndicate 
organized by Marcus and Singer bought large numbers of those units in the 
market to support their price. BUS extended almost $12 million of loans to 
its securities affiliates and provided additional loans to the Marcus-Singer 
syndicate to finance those purchases. Marcus and Singer also launched a 
high-pressure sales campaign that persuaded thirty thousand of BUS’s 
depositors to buy $6 million of its stock units. After the stock market 
crashed in October, BUS extended loans to its employees to help them meet 
margin calls and hold on to their units.® 

By early 1930, BUS faced severe financial problems. To improve BUS’s 
liquidity, Marcus and Singer launched a drive to attract new depositors. 
BUS offered generous prizes to branch employees who signed up new 
customers. BUS’s deposit drive recruited eighty thousand new depositors 
during the spring of 1930.'9 However, bank examiners from New York 
State and the New York Fed determined in September 1930 that BUS was 
in a highly precarious position. BUS had suffered $16 million of losses 
related to investments in its stock units, and BUS held more than $23 
million of troubled loans, including $7 million of nonperforming loans to its 
real estate affiliates.7° 

New York superintendent of banks Joseph Broderick and New York Fed 
officials tried to save BUS by arranging a merger between BUS and three 
other New York City banks. Those merger efforts failed after the New York 
Clearing House and the largest New York banks refused to contribute $30 
million to support the merger. Broderick and New York Lieutenant 
Governor Herbert Lehman made last-minute appeals for help, but the 
leaders of New York’s major banks again refused to save BUS. When the 
public learned about the failed merger negotiations, a depositor run began, 
and Broderick closed BUS on December 11, 1930.2! The New York Fed 
had provided $18 million of discount window loans to BUS during 1929. 
However, the New York Fed declined to provide additional help to BUS in 
late 1930, apparently because it viewed BUS as insolvent and therefore 
ineligible for further loans.72 

Like Caldwell and Company, BUS collapsed as a result of high-risk 
securities and real estate activities, pervasive conflicts of interest, and 
extensive self-dealing by its insiders. When BUS failed, the bank and its 
affiliates held $32 million of BUS’s stock units, $11 million of loans 


secured by stock units, $7.7 million of real estate bonds issued by BUS’s 
real estate affiliates, and $10.2 million of loans made by BUS to those 
affiliates. BUS’s affiliates had $38 million of liabilities and almost no 
assets.7° 

The failure of BUS triggered depositor runs on three smaller New York 
City banks with connections to BUS, including two of the banks that 
participated in the failed merger negotiations. The smallest of those three 
banks failed, but the New York Clearing House rescued the other two 
banks. Seventeen banks failed in the Federal Reserve Districts of New York 
and Philadelphia during December 1930 and January 1931.°4 

BUS’s failure received extensive coverage in domestic and international 
newspapers, due to its name and its status as a Fed member bank in the 
nation’s leading financial center. The New York Fed’s failure to arrange a 
rescue of BUS created widespread doubts about the Fed’s ability to prevent 
failures of other large banks. In August 1931, Owen Young, a director of 
the New York Fed, told his colleagues that BUS’s failure “had shaken 
confidence in the Federal Reserve System more than any other occurrence 
in recent years.”*° 

The first U.S. banking crisis lasted from November 1930 through January 
1931 and resulted in failures of more than eight hundred banks, which held 
more than $600 million of deposits.*° The Federal Reserve Bank of Atlanta 
and the New York Fed tried to mitigate the effects of failures within their 
districts. The Atlanta Fed provided emergency liquidity assistance to 
threatened Fed member banks in Tennessee and Mississippi, thereby 
mitigating the impact of Caldwell and Company’s collapse within its 
Federal Reserve District. In contrast, the Federal Reserve Bank of St. Louis 
did not provide liquidity assistance to member banks in its district. 
Consequently, a higher percentage of banks failed in the St. Louis District, 
and the economic impact of Caldwell and Company’s demise was 
significantly more severe in that district.?’ 

None of the regional Federal Reserve Banks acted as lender of last resort 
for vulnerable state banks that were not members of the Federal Reserve 
System.*° The Fed’s refusal to help state nonmember banks during the 
banking crisis of 1930 mirrored the Fed’s policy during the previous 
decade. More than 5,700 banks failed during the 1920s, and most of them 
were small state nonmember banks located in rural farming areas. The Fed 


followed a hands-off policy toward state nonmember banks because they 
were not subject to Fed oversight with its generally stricter standards. The 
Fed also did not believe that small bank failures could undermine the 
stability of the U.S. banking system.*? The Fed did not realize that a 
prolonged wave of bank failures could eventually destroy public confidence 
in banks generally and trigger widespread depositor runs.°° 

In response to BUS’s failure, the New York Fed injected funds into the 
New York money market by purchasing government securities and 
discounting bankers’ acceptances.?! However, the New York Fed did not 
take further action after conditions in the New York money market 
improved in January 1931. Most Fed policymakers opposed any further 
measures to stimulate the U.S. economy because they did not want to 
encourage a new round of speculation in the securities markets. They also 
concluded that most banks and business firms did not want to borrow 
additional funds for “legitimate” commercial transactions. Money center 
banks were holding larger than normal excess reserves in early 1931, and 
relatively few creditworthy borrowers wanted new loans. 

Adolph Miller of the Federal Reserve Board told his colleagues that they 
were misinterpreting economic and financial trends. In Miller’s view, the 
wave of bank failures during 1930 caused bankers to hold extra reserves 
due to their “excessive caution and excessive desire for liquidity.” The Fed 
ignored Miller’s warning and did not approve any additional significant 
measures to increase liquidity in the financial markets during 1931.° 


In late 1930 and early 1931, as shown in Figures 5.1 and 5.2, four negative 
trends showed that the nation’s economic recession intensified during the 
first banking crisis. First, the crisis caused many depositors to withdraw 
funds from banks and hoard cash. The volume of bank deposits declined 
during the last two months of 1930, and the amount of currency (cash) in 
circulation increased. Most of the additional currency held by the public did 
not return to banks after December 1930, reflecting a reduced level of 
public confidence in the banking system after the crisis ended. 

Second, the nation’s money supply declined during late 1930, reversing a 
long-term trend in which the money supply increased from 1922 to 1927 
and remained essentially unchanged from 1928 through the first nine 


months of 1930. Third, the interest rate spread between higher-risk (Baa- 
rated) corporate bonds and federal government bonds widened sharply 
during the last two months of 1930, after having remained steady during the 
previous two years. Fourth, banks reduced their outstanding loans during 
late 1930 and early 1931 and built excess reserves by purchasing 
government securities.*° 

The widening credit spreads for higher-risk bonds and the decline in bank 
loans indicated that investors and banks had growing concerns about the 
viability of business firms, except for the largest and safest “blue chip” 
companies. Smaller and riskier firms faced a significantly higher cost of 
credit (if they could obtain credit at all) after the first banking crisis ended 
in January 1931.°* 
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Figure 5.1 Changes in U.S. Bank Deposits and Public Holdings of Currency During the Great 


Depression 


Source: Friedman & Schwartz (1963: 302) (chart 27) 


Common Stock Prices, Interest Yields; and Discount Rates or Federal Reserve Bank of New York, 
Monthly, 1929-March 1933 


First Second Britain F.R. Final 
banking banking leaves bond banking 
crisis crisis gold purchase crisis 


= 100) 


Index (1926 


Per cent 


Per cent 


Common stock price index 
(Standard and Poor’s) 


Yield on corporate bonds, Baa 


Commercial paper rate 


Yield on U.S. government bonds 


Discount rate 


1929 1930 1931 


1932 


1933 


Per cent 


Per cent 


Figure 5.2 Changes in Common Stock Prices, Interest Yields on Debt Securities, and the Fed’s 
Discount Rate During the Great Depression 
Source: Friedman & Schwartz (1963: 304) (chart 29) 


After the first U.S. banking crisis ended, the U.S. economy seemed to make 
a positive upturn during the first few months of 1931. Industrial production 
rose modestly during the first quarter of 1931, and the stock market staged a 
brief rally. Those temporary gains may have resulted in part from an influx 
of capital into the U.S. from Germany, where investors withdrew funds in 
response to an alarming deterioration in Germany’s political and economic 
situation.°° 

The hopeful mood among U.S. investors ended during the late spring and 
early summer of 1931, as banking and currency crises erupted in Austria 
and Germany. Those crises swept through Europe and caused a deepening 
of the Great Depression on both sides of the Atlantic. Troubled universal 
banks were at the center of the disasters that occurred in Austria, Germany, 
and other European nations. 

The Austrian and German crises resulted in part from the unresolved 
problems of German reparations and Allied war debts. As described in 
Chapter 3, those problems had plagued Europe since the early 1920s. The 
Young Plan of 1930 and its accompanying new loans for Germany provided 
only a temporary respite. The Young Plan ended the implicit understanding 
that long-term foreign loans to Germany would receive priority over 
Germany’s payments of reparations. As a result, foreign banks and 
investors stopped making long-term loans to Germany after the Young Plan 
loans were completed. German banks and business firms therefore relied 
more heavily on short-term deposits and short-term loans from foreign 
banks and other creditors. By the beginning of 1931, German financial 
institutions and businesses were highly vulnerable to sudden withdrawals of 
short-term funding by foreign depositors and creditors.°° 

Germany’s stock market had crashed in July 1927, and that crash caused 
a sharp reduction in equity investments in German companies.*’ The 
country’s economy stopped expanding in 1928 and entered a deep recession 
in 1929. Germany’s economic downturn between 1929 and 1932 was at 


least as severe as the economic slump in the U.S.*8 


Germany’s politics became increasingly volatile as its economy slumped. 
Heinrich Briining became Chancellor of Germany in 1930, after the 
previous coalition government collapsed due to fundamental disagreements 
over economic policy and reparations. Briining adopted a policy of strict 
austerity, which produced a significant rise in unemployment. Economic 
hardship generated popular support for the Nazi Party and other nationalist 
groups that called for an end to reparations payments. 

Briining called a snap election in September 1930 to strengthen his 
mandate. Instead, the election produced large gains for the Communists and 
Nazis and left Briining in a weak position. The election results and rising 
levels of political violence created widespread fears among domestic and 
foreign investors about Germany’s willingness to continue paying its 
foreign obligations. Those fears triggered a large-scale flight of capital from 
Germany.°” 

Briining tried to improve his political standing by appealing to German 
nationalism. In March 1931, he agreed with Austria’s leaders on a plan for 
an Austro-German customs union. The proposed customs union was widely 
viewed as a first step toward a political union between Germany and 
Austria. 

Austria’s economy was even weaker than Germany’s, and Austria was 
equally dependent on short-term foreign credit. Universal banks dominated 
the financial systems of both nations. Universal banks in both countries 
underwrote and traded in securities, and they also maintained close 
connections to industrial firms by holding long-term equity stakes and 
appointing bankers as directors of their client companies. As a result, 
problems that arose in either the banking or commercial sector were likely 
to spread across the entire economy.*? 

The proposed Austro-German customs union provoked intense 
opposition from France and Czechoslovakia, which feared a revival of 
German economic and military power. France and Czechoslovakia 
threatened to launch a trade war against Austria and Germany unless they 
abandoned the customs union. In the midst of this diplomatic imbroglio, 
Austria’s leading bank, Creditanstalt, appealed to the Austrian government 
for emergency assistance in May 1931.7! 

Creditanstalt was the largest bank in Austria and held more than half of 
the country’s banking assets. Austria experienced chronic banking problems 
during the 1920s, and the government arranged several mergers between 


large banks and smaller, weaker institutions. The most ambitious merger 
occurred in 1929, when the Austrian government persuaded Creditanstalt to 
acquire Bodencreditanstalt, the country’s second-largest bank. Austria’s 
central bank (Nationalbank) and the Bank of England provided secret 
financial support for that merger, which represented a last-ditch effort to 
avoid a collapse of Austria’s banking system.** 

Creditanstalt held large equity investments in a wide range of business 
firms, and its acquisition of Bodencreditanstalt intensified its exposures to 
Austria’s industrial and commercial sectors. Creditanstalt’s capital had 
eroded significantly during the 1920s, due to losses from Austria’s postwar 
hyperinflation and the bank’s speculative trading in securities. The bank 
concealed its problems by inflating the reported value of its securities 
portfolio and postponing write-offs of nonperforming loans. Like the big 
German banks, Creditanstalt relied heavily on short-term funding from 
foreign sources. Foreign banks and investors held a third of Creditanstalt’s 
deposits in 1931.*° 

On May 11, 1931, the Austrian government announced a rescue plan for 
Creditanstalt. However, that plan failed to restore confidence in either 
Creditanstalt or Austria. Many depositors and investors concluded that 
Austria could not save Creditanstalt without abandoning the gold exchange 
standard and devaluing its currency. Depositors and investors therefore ran 
on both Creditanstalt and Austria’s currency. Austria appealed for loans 
from Britain, France, and the U.S. The French refused to help unless 
Austria repudiated its proposed customs union with Germany. 

The Bank of England and the Bank for International Settlements 
provided loans, but they were too small to enable Austria to remain on the 
gold standard. Austria decided to nationalize Creditanstalt to prevent its 
collapse. Austria also departed from the gold exchange standard by 
imposing exchange controls and arranging a standstill agreement with 
foreign creditors. To placate the French, Austria abandoned the proposed 
customs union in September 1931. 


Creditanstalt’s collapse led to a larger and more devastating crisis in 
Germany. German banks did not have large exposures to Austrian banks or 
businesses. However, many depositors and investors believed that Germany 


and its major banks were exposed to the same problems that undermined 
Austria and Creditanstalt. Germany, like Austria, amassed huge foreign 
debts during the 1920s. By 1931, Germany had about $6 billion of 
outstanding foreign debts, in addition to its reparations obligations under 
the Young Plan. More than half of Germany’s foreign debts were bank 
deposits and short-term loans owed to foreign creditors.*° 

The six largest German banks (the “Berlin great banks”) were universal 
banks, and their weaknesses were similar to those of Creditanstalt. Four of 
the great banks (Deutsche Bank, Danatbank, Dresdner Bank, and 
Commerzbank) maintained extensive networks of branches, while the other 
two great banks (BHG and RKG) were wholesale banks and did not operate 
branches. The great banks doubled their share of Germany’s banking assets 
between 1914 and 1928 by acquiring more than two hundred smaller banks. 
The great banks relied heavily on foreign deposits, and over 40% of their 
deposits were held by foreign individuals and institutions in 1930.*° 

The great banks underwrote stocks and bonds issued by commercial and 
industrial firms, and they maintained equity stakes and directorships in their 
client companies. The great banks enjoyed preferential access to the 
discount window of the Reichsbank (Germany’s central bank), which 
provided short-term loans secured by the banks’ commercial bills of 
exchange. The privileged access of the great banks to the Reichsbank’s 
discount window allowed them to operate with liquidity ratios significantly 
below those of smaller German banks. The great banks also operated with 
relatively low capital ratios after they suffered heavy losses during 
Germany’s hyperinflation of the early 1920s and Germany’s stock market 
crash in July 1927. Isabel Schnabel concluded that the great banks engaged 
in “excessive risk-taking” during the 1920s because of their “implicit 
Reichsbank guarantee.”*” 

The great banks suffered additional losses from declines in the values of 
their securities portfolios after the crash of October 1929 on Wall Street. 
German banks purchased their own stock in a vain effort to boost their 
stock prices and maintain public confidence in their solvency. As Schnabel 
explained, “The extreme case was Danatbank, which had bought up more 
than 50% of its own shares by the middle of 1931.” As a result of their 
extensive stock buybacks, the actual levels of equity capital at the great 
banks were substantially below their publicly reported figures.*° 


The strong similarities between Creditanstalt and Germany’s great banks 
caused foreign depositors to withdraw large sums from the great banks 
(especially Danatbank and Dresdner Bank) in May 1931. On June 5 and 6, 
Chancellor Briining announced a new series of austerity measures, and he 
also declared that Germany would no longer pay reparations under the 
Young Plan. Briining’s statement created widespread concerns that 
Germany would default on its foreign debts as well as its reparations 
obligations. 

Foreign depositors fled from the great banks, and the banks turned to the 
Reichsbank for help. The Reichsbank provided massive loans to the great 
banks secured by their pledges of bills, including bills that were not 
ordinarily eligible as collateral for Reichsbank loans. The Reichsbank’s 
gold and foreign exchange reserves plummeted as depositors and investors 
continued to withdraw funds from German banks and business firms.*9 

On June 20, 1931, President Hoover responded to the German crisis by 
proposing a one-year moratorium on payments of German reparations and 
Allied war debts. A few days later, the Bank of England, Bank of France, 
Bank for International Settlements, and Federal Reserve Bank of New York 
provided a joint $100 million stabilization loan to the Reichsbank. Many 
investors hoped that the U.S., Britain, and France would arrange a third 
rescue package for Germany, similar to the Dawes and Young Plans. 
However, that optimism vanished after France strongly objected to 
President Hoover’s proposed moratorium on reparations payments. After 
difficult negotiations, the French finally agreed to the moratorium on July 7. 
By that time, however, Germany’s banking crisis had spiraled out of 
control.°° 

During the first week of July, a large-scale depositor run occurred at 
Danatbank. Danatbank had made extensive loans to Nordwolle, a textile 
firm that collapsed in late June after gambling that wool prices would rise. 
When the magnitude of Danatbank’s exposure to Nordwolle became 
publicly known, the run on Danatbank intensified and spread to the other 
great banks in Berlin. Gold also fled Germany. The Reichsbank requested 
an additional $1 billion loan from other central banks and the Bank for 
International Settlements. That request was denied, and the Reichsbank 
imposed tight restrictions on loans to all German banks (including the great 
banks) on July 10.°! 


Danatbank failed to open for business on July 13. To prevent a complete 
breakdown of its banking system, Germany guaranteed Danatbank’s 
deposits and declared a two-day bank holiday. When the banks reopened, 
Germany abandoned the gold exchange standard and imposed exchange 
controls, including restrictions on withdrawals by foreign depositors. In late 
July, Germany entered into a preliminary standstill agreement with its 
largest short-term foreign creditors (including U.S. and British banks). 
Under that agreement (which was ratified in September 1931 and lasted 
until 1939), short-term foreign creditors agreed to maintain and renew (roll 
over) their loans in exchange for stipulated payments of interest.°7 

Germany allowed some of its smaller banks to fail, but the government 
ensured the survival of big universal banks by providing liquidity 
assistance, capital infusions, and other support (including financial 
assistance for an emergency merger between Danatbank and Dresdner 
Bank). Thus, Germany—like Austria—followed a too-big-to-fail policy and 
rescued its largest universal banks after they were threatened with failure. 


Both countries abandoned the gold exchange standard as the price of those 


rescues. °° 


In addition to the upheavals in Austria and Germany, there were systemic 
banking crises in several other European countries with universal banking 
systems, including Italy and Belgium. The largest universal banks in Italy 
behaved similarly to those in Austria and Germany during the 1920s. They 
expanded aggressively, acquired large equity stakes in their client business 
firms, provided those firms with generous loans, enjoyed privileged access 
to liquidity support from the Bank of Italy (Italy’s central bank), operated 
with below-average ratios of capital and liquidity, and bought their own 
stock to hide their problems. By 1929, Italy’s leading banks and industrial 
companies were closely linked through cross-ownership stakes, extensive 
bank loans, and large corporate deposits. 

Italy’s universal banks and their client firms suffered devastating losses 
during the Great Depression. During a prolonged banking crisis that lasted 
from 1930 to 1934, Benito Mussolini’s regime quietly arranged secret 
bailouts for Italy’s five largest universal banks. The Italian government 
effectively nationalized all five banks, and the banks transferred their 
ownership stakes in industrial firms to a state-owned holding company.”* 

Belgium’s universal banks followed the general European pattern of 
providing extensive loans to industrial enterprises and making large equity 


investments in their client companies. Belgian banks had very low levels of 
liquidity in 1930, and their assets included large concentrations of 
nonperforming business loans and unmarketable equity interests in client 
firms. The Belgian government rescued several failing universal banks 
during 1934 and 1935.°° 

The widespread failures of universal banks in Italy and Belgium 
completely discredited the universal banking model in both countries. Italy 
and Belgium enacted laws in the mid-1930s that prohibited banks from 
holding ownership interests in nonfinancial firms.°° 


The German crisis of July 1931 had a highly negative impact on Britain. As 
discussed in Chapter 3, Britain struggled after 1926 to remain on the gold 
exchange standard with an overvalued pound. The British economy 
recorded sluggish growth after 1926, and its unemployment rate remained 
high. The Bank of England did not want to raise its discount rate to defend 
the pound’s exchange rate, due to concerns that higher interest rates would 
stifle economic growth, increase unemployment, and cause political 
instability.°” 

Germany’s departure from the gold exchange standard and its standstill 
agreement with short-term foreign creditors imposed severe exchange rate 
pressures on Britain. British financial institutions were heavily exposed to 
both Central Europe and Latin America. By the end of July 1931, British 
creditors held large amounts of short-term loans to Austrian, German, and 
Hungarian debtors that were frozen by standstill arrangements. In addition, 
Bolivia, Peru, and Chile defaulted on their foreign debts, including large 
debts owed to British banks, by the summer of 1931. British banks relied 
heavily on funding from foreign depositors, and the Bank of England had 
relatively low reserves of gold and foreign exchange. Accordingly, British 
banks were vulnerable to runs by foreign depositors, and the Bank of 
England’s ability to defend the pound was doubtful.°® 

The Macmillan Report, published on July 13, 1931, revealed that the 
Bank of England’s gold and foreign exchange reserves were much smaller 
than the total volume of foreign deposits and other short-term liabilities at 
British banks. The Macmillan Report led many investors to conclude that 
Britain would soon be forced to follow Germany in abandoning the gold 


exchange standard. During the last two weeks of July, depositors and 
investors withdrew large sums from British banks and converted large 
amounts of British pounds into foreign currencies with stronger gold 
backing. The Bank of England’s gold and exchange reserves fell by £250 
million during that period.°? 

Unlike Austrian and German universal banks, British banks were highly 
specialized institutions. Britain’s five largest commercial banks (known as 
“clearing banks”) maintained extensive branch networks, accepted deposits, 
cleared checks and other payments, and provided short-term loans to 
businesses. Britain’s banking system was highly concentrated, as the five 
largest banks held about 80% of the country’s deposits. British commercial 
banks did not underwrite or trade in securities and were therefore separated 


from London’s securities markets.°° 

Britain’s merchant banks were a separate class of financial institutions 
and were similar to American private investment banks. Merchant banks 
underwrote new issues of securities, traded in securities, and financed 
international commercial transactions through trade acceptances. Trade 
acceptances were a form of credit guarantee. When a bank “accepted” a bill 
of exchange, the bank guaranteed that the bill’s obligor (typically an 
importer of goods) would pay the bill when it became due. Banks received 
fees for their acceptances and assumed that they would have to honor only a 
small fraction of the acceptances they issued. Discount houses (bill brokers) 
purchased and sold bills of exchange. They also presented acceptances for 
payment by the accepting banks if the obligors defaulted on the underlying 
bills. The big clearing banks provided credit to both merchant banks and 
discount houses. The Bank of England ensured the liquidity of the British 
banking system by acting as lender of last resort.°! 

The standstill agreements negotiated by Germany, Austria, and Hungary 
with foreign creditors threatened the solvency of many British merchant 
banks. Those agreements prevented accepting banks from enforcing bills of 
exchange issued by debtors residing in the three nations. However, the 
accepting banks were still exposed to claims by the bills’ creditors for 
performance (payment) of their acceptances. Twelve of the twenty largest 
U.K. merchant banks had outstanding acceptances for frozen bills of 
exchange that exceeded their capital and liquidity reserves in 1931. The big 
British clearing banks held much smaller amounts of trade acceptances 
(relative to their capital), but they did have substantial credit exposures to 


merchant banks and discount houses. If defaults on trade acceptances had 
resulted in widespread failures among merchant banks and discount houses, 
the clearing banks would have suffered significant losses. 

In July 1931, depositors withdrew large sums from British merchant 
banks that were most exposed to debtors in Central European nations. The 
merchant banks turned to the Bank of England for help. The Bank of 
England provided discount window loans secured by the merchant banks’ 
frozen bills of exchange, even though those bills did not satisfy the Bank’s 
ordinary standards. The Bank of England’s loans to merchant banks enabled 
their depositors to withdraw their funds and also resulted in a steady erosion 
of the Bank of England’s gold and foreign exchange reserves. Given its 
weak reserve position, the Bank of England (like the Reichsbank) was 
caught in a dilemma where it could support its banking system or its 
currency but not both.°? 

On August 1, the New York Fed and the Bank of France provided $250 
million of loans to the Bank of England. However, on the same day the May 
Committee released a report stating that the British government would run a 
large budget deficit during the following year. The May Committee 
proposed a series of austerity measures to reduce the deficit, but its 
prediction of a large deficit triggered a renewed run on the pound. 

Britain’s Labour government could not agree on the proposed austerity 
measures and collapsed. A new coalition government took office on August 
24. The coalition government quickly agreed on an austerity plan that 
included severe pay cuts for public sector workers and reductions in welfare 
payments. In reliance on that plan, banks from the U.S. and France 
provided $400 million of additional loans to Britain. However, the run on 
the pound accelerated after Labour members of Parliament denounced the 
austerity plan, violent demonstrations broke out in London, and British 
sailors mutinied at Invergordon. Those events caused many foreign 
investors to lose confidence in the coalition government’s ability to 
implement its austerity plan. Britain abandoned the gold exchange standard 
on September 21, and the pound’s value fell by 30% by the end of 1931. 
More than two dozen countries (including Canada) followed Britain off 
gold.°° 


In contrast to Austria and Germany, Britain’s departure from the gold 
standard did not occur in tandem with a systemic banking crisis, and Britain 
did not have to bail out its leading banks with equity infusions.°° No major 
commercial banks failed in Britain during the 1930s. Moreover, Britain’s 
big clearing banks were able to provide loans to assist troubled merchant 
banks in conjunction with liquidity support provided by the Bank of 
England. As a result of the joint rescue program carried out by the Bank of 
England and the clearing banks, most merchant banks survived the 1930s, 
even though the Austro-German standstill agreements with British creditors 
collapsed when World War II broke out in 1939.°7 

In addition to Britain’s success in avoiding a systemic banking crisis, the 
British economy performed significantly better than the German and U.S. 
economies during the Great Depression. Industrial output declined at a 
much lower rate in Britain during the early 1930s, compared with Germany 
and the U.S. Similarly, the drop in Britain’s GDP was substantially smaller 
and did not last nearly as long as the fall in U.S. GDP during the Great 
Depression.°° 

Britain’s economy performed better because its specialized commercial 
banks were much more resilient during the Depression, compared with 
universal banks in Austria, Belgium, Germany, Italy, and the U.S. Countries 
with banking systems dominated by universal banks were more vulnerable 
to systemic financial and economic crises during the 1930s, as many 
universal banks were crippled by large holdings of depreciated, 
unmarketable securities as well as illiquid, nonperforming loans to business 
and securities clients. Nations with large universal banks faced much higher 
risks of contagious and destructive spillovers of losses among their banking 
systems, their securities markets, and their nonfinancial business sectors. °°? 

During the Senate’s debates on an early version of the Glass-Steagall Act 
in 1932, Senator Robert Bulkley (D-OH) highlighted the greater resilience 
of England’s specialized commercial banks, compared with Germany’s 
universal banks: 


The English banks of deposit have kept themselves strictly clear of the investment-security 
business, while the big German banks, on the other hand, have not hesitated to make substantial 
investments of their own funds in promotions and refinancings with a view to public distribution 
at such time as might be convenient. In banking literature there are arguments both ways. It 
seems, however, that the English banking situation has been maintained in a more satisfactory 
and creditable manner than the German, and that whatever we may learn from comparison of 
English and German banking should lead us to prefer the English practice, under which 


commercial banking is strictly segregated from the origination and underwriting of capital 


issues.’? 


The performance of Canada’s banking system during the Great Depression 
paralleled Britain’s experience. In Canada, as in Britain, a small group of 
large banks with extensive branch networks dominated the banking system. 
There were only eleven Canadian banks in 1929, and the smallest bank was 
acquired by a larger bank in 1931. The three largest banks controlled 75% 
of Canada’s banking assets. Canada’s banks followed the same specialized 
business model as Britain’s big clearing banks. Canadian banks engaged 
primarily in deposit-taking and short-term commercial lending. Canadian 
banks did not underwrite securities, as that activity was reserved to 
Canada’s securities dealers. Canadian banks also did not make real estate 
loans, as authority to make mortgage loans was assigned to Canada’s 
mortgage lending and trust companies.’! 

Some commentators contend that the British and Canadian banking 
systems performed better during the Depression primarily because of their 
highly concentration and geographic diversification.’ However, other 
factors were probably more important in explaining the greater resilience of 
British and Canadian banks. One reason for questioning whether 
nationwide branching was the most important factor behind the survival of 
Canada’s banks is that diversified branching would have shielded those 
banks against local and regional problems but not against the nationwide 
economic shocks that struck Canada during the Great Depression.”* 

British and Canadian banks possessed four important advantages that 
were not directly linked to branching. First, unlike large U.S. banks, British 
and Canadian banks conducted a specialized commercial banking business 
and were separated from their countries’ securities markets. Second, Britain 
and Canada abandoned the gold exchange standard and devalued their 
currencies in the fall of 1931. (In 1929, even before it left the gold standard, 


Canada imposed restrictions that made it difficult for investors to convert 
Canadian financial assets into gold.) In contrast, the U.S. remained firmly 
committed to the gold standard until March 1933. The U.S. thereby 
experienced a longer period of deflation and exposed its banks to damaging 
runs by foreign depositors between the fall of 1931 and the spring of 
1933.4 

Third, British and Canadian banks had much more effective lenders of 
last resort, compared with U.S. banks. The Bank of England provided short- 
term liquidity assistance and long-term loans that prevented the failures of 
more than a dozen merchant banks and overseas banks during the late 
1920s and early 1930s.’° Canada did not have a central bank until 1935. 
However, the Canadian Treasury Board acted as lender of last resort and 
prevented bank failures by issuing Dominion Notes to Canadian banks in 
exchange for their pledges of assets. Thus, British and Canadian banks 
received financial assistance that was far more generous than the very 
limited help given by the Fed and the Reconstruction Finance Corporation 
to U.S. banks prior to the New Deal.”° 

Fourth, Britain and Canada provided implicit guarantees to their leading 
banks by arranging emergency acquisitions of troubled banks and granting 
forbearance.’ Canada’s federal and provincial governments gave vital 
Support to Canadian banks by (1) providing government guarantees to 
prevent the collapse of cooperative “wheat pools” in the western provinces, 
which owed large sums to Canadian banks, and (2) allowing Canadian 
banks (as well as broker-dealers and insurance companies) to defer 
investment losses by continuing to report their holdings of securities based 
on inflated pre-1930 values.”® As a result of implicit government guarantees 
and supervisory forbearance, Canada did not experience a systemic banking 
crisis during the 1930s.”" 

Canada’s blanket support for its banking system did not eliminate the 
Great Depression’s adverse effects on Canadian banks. Canada’s banks 
closed more than 10% of their four thousand branches, and their total assets 
fell by 22% between 1929 and 1933.8° However, no Canadian banks failed, 
and their deposits declined by only 17%. Canada’s money supply fell by 
only 13%.°! 

The Depression’s impact on the U.S. banking system and monetary 
supply was far worse. More than a third of U.S. banks failed between 1929 


and 1933, and the assets of U.S. banks dropped by 29%.°* Widespread bank 
failures triggered massive depositor runs and currency hoarding. Deposits 
of U.S. banks dropped by 28% between 1929 and 1933, and the U.S. money 
supply plummeted by a third during those years.®* 

U.S. banks sharply reduced their lending and greatly expanded their 
holdings of government securities and cash during the Great Depression. 
Total loans held by U.S. banks fell by almost half between 1929 and 1933, 
while their combined holdings of securities and cash rose from 36.7% to 
50.5% of their assets.°* The absence of a reliable lender of last resort 
caused U.S. banks to call in loans, terminate lines of credit, and build 
abnormally large reserves of cash and government securities to improve 
their chances of survival. This was true for small rural banks (which were 
threatened by depositor runs) as well as regional and money center banks 
(which were subject to large-scale withdrawals of interbank deposits by 
correspondent banks). Canadian banks, which were backed by implicit 
government guarantees and a strong lender of last resort, increased their 
liquidity reserves to a much lesser extent than U.S. banks.®° 

The very different performances of the Canadian and U.S. banking 
systems are noteworthy, given the similarity in underlying economic trends 
in both countries during the Depression. Canada’s declines in national 
output and industrial production were almost as severe as those recorded by 
the U.S.°° Canada suffered greatly from the collapse of foreign trade and 
the shutdown of foreign capital flows during the Depression, as the 
Canadian economy relied heavily on exports, foreign loans, and foreign 
direct investments.®’” Even so, the U.S. economy was even more vulnerable 
to the Depression because American universal banks and investment banks 
financed a huge credit boom during the 1920s. That credit boom left 
American consumers and business firms with much heavier debt burdens in 
1929, compared to their Canadian counterparts. America’s ratio of total 
debt service to gross national product was 9% in 1929 and rose to 19.8% in 


1933, compared with ratios of only 3.5% and 6.4% for Canada in the same 


years.°° 


In sum, the presence or absence of universal banks was a very important 
factor that helped to explain the very poor performance of the U.S. banking 
system and the superior performance of the British and Canadian banking 


systems.°° That conclusion is strengthened by the disastrous performance of 
universal banks in Austria, Belgium, Germany, and Italy.?° 


The Austrian, German, and British crises of 1931 had devastating effects on 
the confidence of American business leaders, bankers, investors, and 
ordinary citizens. The convulsions in Europe destroyed any hope that the 
U.S. economy could sustain the modest upturn that occurred during the 
early months of 1931.9! As Barrie Wigmore explained, “Prior to the 
Sterling Crisis, there was a sense that the nation would be able to cope with 
the problems at hand. ... After the Sterling Crisis, a heavy sense of despair 
invaded affairs, and the ability of governments or businesses to cope 
seemed lost.”?? 

U.S. stock and bond markets declined sharply after April 1931, in 
response to the series of shocks that began with the Creditanstalt crisis in 
May. The Dow Jones Industrial Index fell from 151 at the end of April to 78 
at the end of December. The index’s year-end value for 1931 represented a 
cumulative decline of 80% from the stock market’s peak in September 
1929.%8 

U.S. bond prices also dropped significantly after the outbreak of the 
European crises.°* The most devastating losses occurred on low-grade 
domestic bonds and foreign bonds. As shown in Figure 5.2, yield spreads 
between corporate bonds with lower (Baa) credit ratings and U.S. Treasury 
securities widened dramatically during the second half of 1931. As yield 
spreads widened, the values of low-grade domestic and foreign bonds 
declined rapidly. Most Latin American bonds became virtually worthless by 
the end of 1931, due to defaults by several Latin American countries on 
their foreign debts. Prices for most other foreign bonds fell by at least 20% 
during 1931. Depositor runs on troubled banks produced further downward 
pressures on bond prices as weak banks liquidated their bond portfolios in a 
desperate effort to raise cash for depositor withdrawals.®° 

Britain’s abrupt departure from the gold exchange standard triggered a 
massive withdrawal of gold from the U.S. The central banks of Belgium, 
France, Holland, and Switzerland withdrew large amounts of gold from the 
U.S. shortly after Britain left the gold standard. Many foreign investors 
withdrew their funds from U.S. banks and converted their dollars into other 


gold-backed currencies. The Fed lost more than $700 million of its gold 
reserves during October 1931.%° 

U.S. bank deposits fell by more than $2.5 billion between August and 
October 1931. Widespread bank failures caused domestic depositors to pull 
their funds out of banks and hoard currency, while foreign depositors 
converted their dollar-denominated deposits into other gold-backed 
currencies. The combined impact of runs on banks and the run on the dollar 
caused the U.S. money supply to shrink by more than 10% during the 
second half of 1931.°’ Figure 5.1 shows the sharp decline in deposits and 
the public’s increased hoarding of currency during the second half of 1931. 

In response to the huge outflow of gold that followed Britain’s departure 
from the gold standard, the Fed tightened monetary policy and raised its 
discount rate from 1.5% to 3.5% in October 1931. The Fed did not make 
open-market purchases of government securities to soften the impact of its 
interest rate hikes because its overriding concerns were to defend the dollar, 
to discourage further outflows of gold, and to keep the U.S. on the gold 
standard. The Fed discounted trade acceptances for member banks to offset 
their loss of deposits in late 1931. However, the Fed did not provide any 


comparable liquidity assistance to nonmember banks.?° 


The number of U.S. bank failures increased steadily between June and 
December 1931. More than 400 banks, with total deposits exceeding $400 
million, failed between June and August. More than 1,350 banks, with 
aggregate deposits exceeding $1 billion, failed from September through 
December.”” 

The close correspondence in time between the crises in Austria, 
Germany, and Britain and the rising rate of U.S. bank failures indicated that 
the European crises had a highly negative impact on confidence in U.S. 
banks and the U.S. economy.!°? Albrecht Ritschl and Samad Sarferaz 
determined that the German banking and currency crisis transmitted a high 
degree of financial stress to the U.S. economy and banking system.!°! Gary 
Richardson concluded that Britain’s decision to leave the gold standard and 
the Fed’s decision to tighten monetary policy “weakened the financial 
position of [U.S.] banks” and caused depositors to become “increasingly 
apprehensive about the health of depository institutions.” 1° 


The first major U.S. banking panic of 1931 occurred in Chicago. The 
Chicago metropolitan area experienced a spectacular real estate boom 
during the 1920s, and many Chicago banks held large portfolios of 
residential and commercial mortgage loans and real estate bonds. The 
securities affiliates of leading Chicago banks sold large amounts of real 
estate bonds during the 1920s and promised investors that their affiliated 
banks would repurchase those bonds on demand.!°° 

Illinois law prohibited banks from opening branches, but the most 
important Chicago banks evaded that prohibition by establishing chains of 
puppet banks. The two largest Chicago banks—Continental Illinois and the 
First National Bank of Chicago (First Chicago)—each controlled several 
smaller banks. The Bain group, the Foreman State group, Central Trust 
Company, and National Bank of the Republic operated their own chains of 
banks in the Chicago metropolitan area.!°* 

In the spring of 1931, Continental Illinois and First Chicago responded to 
sharp declines in real estate values by announcing that they would no longer 
repurchase real estate bonds sold by their securities affiliates. Those 
announcements alarmed depositors and investors and undermined public 
confidence in weaker Chicago banks with large real estate exposures 
(including the Bain and Foreman State banking chains and National 
Republic). On June 7, First Chicago agreed to acquire Foreman State Bank 
(the largest Foreman bank) and its affiliated trust company, with support 
provided by the Chicago Clearing House. Central Trust agreed to merge 
with National Republic at the same time. Those mergers protected the 
acquired banks against failure. However, the Bain group of twelve banks 
collapsed in late June 1931, along with several smaller members of the 
Foreman group and more than a dozen other Chicago-area banks.!° 
Another local banking panic occurred in August, when several banks failed 
in Toledo, Ohio.!°° 

A more severe and widespread banking crisis broke out in September 
1931, after Britain left the gold standard. During that crisis, local panics 
occurred in Chicago, Philadelphia, and Pittsburgh, as well as several cities 
in Indiana, Ohio, and West Virginia. Of the 2,300 banks that failed during 
1931, more than 1,700 were state nonmember banks. The Fed did not take 
any steps to prevent bank failures in 1931, except for providing loans to 
individual Fed member banks that could pledge eligible acceptances and 
other commercial bills of exchange. The Fed was apparently unconcerned 


by bank failures as long as they did not threaten the survival of the leading 
money center banks. The largest banks to fail in 1931 were a Pittsburgh 
bank and a Boston bank, each with less than $60 million of deposits.!°7 

Hundreds of smaller banks failed during 1931 and 1932 because of losses 
connected to their real estate loans and securities portfolios. Failed banks 
frequently held large amounts of delinquent mortgages and illiquid real 
estate bonds that were secured by residential and commercial properties 
with heavily depreciated market values. In addition, the securities portfolios 
of many smaller banks held large concentrations of lower-grade domestic 
and foreign bonds, with similarly eroded market values.!°° 

At the end of 1930, country banks (banks in small towns and rural areas) 
held foreign bonds equal to 17% of their equity capital, compared with only 
7% for member banks in New York City, Chicago, and large regional cities. 
Similarly, country banks held railroad bonds equal to 23% of their equity 
capital, compared with 12% or less for member banks in larger cities. The 
market values of foreign bonds and railroad bonds plunged in 1931 and 
1932, and many of those bond issues defaulted.! 

The securities affiliates of money center banks in New York and Chicago 
had aggressively sold foreign bonds and lower-grade corporate bonds to 
smaller banks during the 1920s. Securities affiliates focused their selling 
efforts on country banks that maintained correspondent relationships with 
their affiliated money center banks.'!° Sales representatives from securities 
affiliates encouraged country banks to sell their lower-yielding U.S. 
government securities and invest in higher-yielding foreign bonds and 
lower-grade corporate bonds, which the affiliates underwrote. During the 
hearings and debates that led to the Glass-Steagall Act, Senator Carter 
Glass and other members of Congress blamed securities affiliates of large 
commercial banks for selling unsuitable, high-risk securities that caused the 
failures of many country banks.!!! 


In response to the Fed’s hands-off policy toward bank failures, banks in 
several large cities launched their own efforts to rescue important banks 
during 1931. In Chicago, as noted earlier, the largest banks organized 
emergency mergers that saved the Foreman State Bank and National Bank 
of the Republic. In Baltimore, a consortium of New York banks and 


Baltimore business firms rescued the Baltimore Trust Company. In 
Philadelphia, several leading banks joined forces to save the Integrity Trust 
Company. In New York City, Manufacturers Trust acquired Chatham 
Phenix Bank, a troubled $230 million bank that had lost more than $60 
million of its deposits during 1931.1! 

In addition, National City Bank purchased more than $300 million of 
assets—including thirty-two branches and a securities affiliate—from Bank 
of America’s subsidiary bank in New York City. Bank of America’s New 
York operation had suffered crippling losses from hazardous stock 
investments and nonperforming loans. With the encouragement of J. P. 
Morgan & Co., National City acquired most of Bank of America’s New 
York assets to resolve the problems created by that “sick” unit.!!? 

The limited scope of such self-help measures became clear in October 
1931, when President Hoover asked the nation’s largest banks to create a 
credit pool to offer emergency loans to threatened banks. At Hoover’s 
urging, a group of large Fed member banks organized the National Credit 
Corporation (NCC) and promised to contribute $500 million for Hoover’s 
requested credit pool. The participating banks appointed local lending 
committees to make loans to threatened banks, based on pledges of 
securities and other assets that were not eligible to be used as collateral for 
the Fed’s discount window loans.!"4 

Large banks agreed to Hoover’s proposal with great reluctance. They 
were primarily concerned with their own survival and did not want to share 
their financial resources with weaker banks. Hoover assured the banks that 
he would recommend a new government funding agency if the NCC could 
not resolve the banking industry’s problems. The NCC’s local committees 
followed extremely conservative lending policies, and the NCC approved 
only $10 million of loans to troubled banks by the end of November 
1931" 

The NCC’s reluctance to provide loans to struggling banks convinced 
Hoover that the banking industry could not save itself. In December 1931, 
Hoover called on Congress to create a new government agency, the 
Reconstruction Finance Corporation (RFC), which could provide 
emergency loans to financial institutions and railroads. Hoover modeled the 
RFC on the War Finance Board, which Congress created in 1918 to finance 
the production of military supplies during World War I. In January 1932, 


Congress established the RFC and authorized it to provide up to $2 billion 
of loans to financial institutions and railroads.'!® 

Hoover also persuaded Congress to expand the Fed’s authority to assist 
threatened banks by adopting the first Glass-Steagall Act in February 1932. 
The 1932 statute broadened the categories of assets that the Fed could 
accept as collateral for discount window loans beyond commercial bills of 
exchange. Under the 1932 law, the Fed could provide member banks with 
loans that were collateralized by U.S. government securities and a wider 
range of commercial paper. In addition, the 1932 statute allowed each 
Federal Reserve Bank to use its portfolio of U.S. government securities to 
satisfy the non-gold (60%) share of its required reserves for the Federal 
Reserve notes it issued. The 1932 law enabled the Fed to buy government 
securities and expand the nation’s money supply without undermining the 
Fed’s ability to maintain the non-gold reserves required by the Federal 
Reserve Act.!!” 

The Fed made $1 billion of open-market purchases of government 
securities between February and August 1932. Fed policymakers approved 
those purchases because they feared that Congress might adopt more 
aggressive inflationary measures if the Fed did not use its expanded 
authority under the first Glass-Steagall Act. The New York Fed strongly 
supported the open-market purchase program and made more than half of 
the Fed’s total purchases. However, even the New York Fed stopped 
making open-market purchases in August 1932, after (1) its gold reserve 
ratio fell below 50% of its outstanding notes, (2) the Federal Reserve Banks 
of Boston and Chicago refused to make their proportionate share of open- 
market purchases and insisted on maintaining much higher levels of gold 
reserves, and (3) Congress adjourned in July for the upcoming fall 
elections, thereby removing the threat of more inflationary legislation for 
several months. 

The Fed’s open-market purchase program had modestly favorable effects 
on the U.S. economy. However, those positive effects quickly dissipated 
after the Fed ended the program. The Fed did not take any additional 


measures to stimulate the economy during the last four months of 1932.1!® 


In contrast to the Fed, the RFC provided $950 million of loans to several 
thousand banks and trust companies during 1932.'!° The RFC focused on 
ensuring the survival of banks that were important regional or national 
institutions. It therefore provided more than a third of its loans to 26 large 
banks, which ranked among the nation’s 210 biggest banks.!*° The two 
largest recipients of RFC loans in 1932 were Bank of America and Central 
Republic Bank. Both institutions were universal banks and were among the 
leading financial institutions in their respective geographic areas. 

Bank of America was founded by A. P. Giannini, who opened a small 
bank in San Francisco in 1904 and expanded that bank throughout 
California. By 1930, Bank of America owned $1.2 billion of assets, 
operated more than four hundred branches in California, and controlled 
more than 30% of the state’s deposits. In 1928, Giannini acquired a bank in 
New York City with $400 million of assets and more than thirty branches. 
In the same year, Giannini acquired a large New York securities firm (Blair 
and Company) with offices in twenty-seven U.S. cities and five foreign 
countries. Giannini established a top-tier holding company (Transamerica) 
to centralize his control over Bank of America’s banks and their securities 
affiliate (renamed Bancamerica-Blair Corporation). Transamerica also 
owned two insurance companies, several real estate mortgage and 
investment companies, and other nonbanking subsidiaries. !*! 

Giannini suffered serious health problems in early 1930, and he delegated 
day-to-day management of Transamerica to Elisha Walker, the former head 
of Bancamerica-Blair. Walker quickly encountered severe problems. 
Transamerica’s stock price dropped sharply after the crash of 1929, and 
Transamerica lost $70 million after buying its own shares in a vain effort to 
support their market price. Transamerica and Bancamerica-Blair suffered 
additional losses from aggressive trading in other securities. Meanwhile, 
Bank of America’s California and New York operations were plagued by 
nonperforming real estate loans and frozen loans to Germany. Large 
withdrawals of deposits from Bank of America’s branches in California and 
New York forced the bank to borrow $40 million from a consortium of New 
York banks and the National Credit Corporation (NCC). 

Walker developed an emergency plan to reduce the size and scope of 
Transamerica’s operations. The first step in his plan was to sell Bank of 
America’s New York City branches and Bancamerica-Blair to National City 
Bank. Walker completed that sale to National City in October 1931 despite 


vehement protests from Giannini, who had long dreamed of building a 
nationwide banking empire.!** 

Giannini launched a successful proxy contest and regained control of 
Transamerica in February 1932. The RFC approved $65 million of loans to 
Transamerica to help Giannini deal with Bank of America’s problems in 
California. The RFC viewed Bank of America’s survival as essential to 
maintain the stability of the U.S. banking system and restore California’s 
economy. !7? 

In June 1932, another banking panic occurred in Chicago. By the summer 
of 1932, borrowers in Chicago had defaulted on over $1 billion of 
residential mortgages, and Chicago’s city government faced a financial 
crisis. Samuel Insull’s heavily leveraged utility empire collapsed in April 
1932, and his principal holding companies were placed in receiverships. 
The Insull disaster wiped out the savings of many Chicago-area residents 
and threatened the solvency of leading Chicago banks. Chicago banks had 
extended $150 million of loans to Insull’s companies or to borrowers who 
pledged Insull securities as collateral.'*+ The securities affiliates of the three 
largest Chicago banks underwrote bond offerings for Insull’s companies, 
and those banks held over $90 million of Insull-related loans. Insull-related 
loans equaled 40% or more of the capital of all three banks.!7° 

In June 1932, public confidence in Chicago banks was further shaken 
when the city’s newspapers carried sensational accounts of John Bain’s trial 
for bank fraud. The trial revealed that Bain and his associates had engaged 
in self-dealing and fraud before his group of banks collapsed during the 
summer of 1931. A generalized run on Chicago banks began on June 15, 
1932, and thirty-six banks failed by the end of that month.!7° 

On Friday, June 24, and Saturday, June 25, depositor runs occurred at 
Continental Illinois and First Chicago. On the moming of June 25, Melvin 
Traylor, First Chicago’s charismatic chairman, climbed onto a pillar in the 
bank’s main lobby and urged a nervous crowd of depositors to remain calm. 
He assured them that First Chicago was “sound” and their deposits were 
safe. The crowd applauded Traylor’s remarks, and the runs on First Chicago 
and Continental Illinois tapered off during the afternoon of June 25.!27 

In contrast, Central Republic (Chicago’s third-largest bank) experienced 
escalating deposit withdrawals and was in a very weak position by the close 
of business on June 25. On the moming of Sunday, June 26, Charles G. 


Dawes, Central Republic’s chairman (as well as the author of the Dawes 
Plan and Vice President under Coolidge), informed Chicago’s top bankers 
and RFC officials that his bank would not reopen the following day. Dawes 
was not willing to allow Central Republic to stay open unless the RFC 
approved a rescue plan that would protect all of the bank’s remaining 
depositors. Central Republic’s assets included large loans to Insull 
companies as well as German bonds with substantially depreciated 
values. !78 

Melvin Traylor and other leading Chicago bankers held emergency 
conferences with RFC officials and spoke by telephone with President 
Hoover throughout the day on June 26 and during the early morning on 
Monday, June 27. The Chicago bankers and the RFC’s directors agreed 
(with Hoover’s concurrence) that Central Republic must be saved to prevent 
a complete collapse of Chicago’s banks and a potential nationwide banking 
panic. The RFC approved a $90 million loan to Central Republic, and 
Chicago’s leading banks agreed to provide $5 million of additional loans. 
The RFC effectively treated Central Republic—like Bank of America—as 
too big to fail. The size of both banks, their locations in key financial 
centers, and their close connections with other money center banks 
convinced the RFC that the failure of either bank would have catastrophic 
effects.!7° 

The RFC’s rescues of Bank of America and Central Republic provided a 
brief reprieve for the U.S. banking system. However, those rescues revealed 
some very unpleasant truths about America’s banking system in mid-1932. 
The crises at Bank of America and Central Republic confirmed the dangers 
of combining banking, real estate, and securities operations—the same 
combination of activities that doomed Caldwell and Company and Bank of 
United States. In addition, as shown by the NCC’s ineffectiveness and the 
RFC’s dominant role in saving Bank of America and Central Republic, the 
largest U.S. banks were no longer able to prevent banking panics through 
collective self-help measures. Given the Fed’s unwillingness to stop bank 
failures, the RFC was the only possible bulwark against a complete collapse 
of the nation’s banking system.!°° 

The RFC’s stringent lending terms provided only stopgap relief for many 
troubled banks, and the RFC could not solve fundamental problems of 
insolvency or long-term shortages of liquidity. Most RFC loans during 1932 
had six-month terms and required frequent renewals. The RFC charged 


interest rates that were substantially higher than the Fed’s discount rates and 
therefore imposed a significant penalty on banks that borrowed from the 
RFC. The RFC accepted collateral that was not eligible for discounting by 
the Fed, but the RFC demanded collateral that would fully secure the RFC 
against any risk of loss. “In practice, therefore, the RFC often took a bank’s 
most liquid assets as security for loans, increasing the risk of default on 
remaining bank debt and undermining the stabilizing effect of 
assistance.” !?! 

As shown by Central Republic’s ultimate fate, the RFC did not provide 
effective long-term assistance to seriously troubled banks. Central Republic 
pledged all $118 million of its remaining assets to secure the RFC’s $90 
million loan. The RFC charged an interest rate of 5.5%, which was 
substantially higher than Central Republic’s average return on assets 
(4.625%), thereby making it impossible for the bank to earn a profit. Four 
months after its rescue, Central Republic transferred all of its deposits to a 
newly organized bank (City National Bank and Trust Co.) and went into 
voluntary liquidation. The demise of Central Republic and many other 
banks that borrowed from the RFC showed that RFC loans could not 


resolve the nation’s banking problems.!°* 


The Fed’s open-market purchase program for government securities and the 
RFC’s loans did reduce the number of bank failures and the amount of 
deposits in failed banks in 1932, compared with the figures for 1931. In 
addition, as shown in Figure 5.1, the amount of currency held by the public 
did not increase significantly during 1932, and the nation’s money supply 
declined only modestly.!** 

Nevertheless, the RFC’s loans did not convince the public to put more of 
their savings in banks, and banks were not persuaded to increase their 
lending.'°* Deposits and loans in open banks declined during 1932 at an 
even faster rate than they had fallen in 1931.'°° The occurrence of more 
than fourteen hundred bank failures in 1932 undermined local and regional 
economies by (1) destroying or freezing the savings held by depositors in 
closed banks, (2) disrupting lending relationships between closed banks and 
their borrowers, (3) causing open banks to cut back on lending and buy 
government securities to boost their liquidity reserves, and (4) triggering 


bankruptcies and liquidations of bank-dependent businesses (especially 
small and midsized firms) that could not find alternative sources of credit 
after their banks closed or called in their loans.!°° 

The Great Depression therefore deepened as the U.S. banking system 
continued its downward spiral. On a real (inflation-adjusted) basis, GNP 
fell by almost 30% between 1929 and 1932.!°’ The economy experienced 
severe deflation, as prices for farm and industrial commodities plunged by 
over 60% and wholesale and retail prices fell by more than a third between 
1929 and 1932.1%8 

The number of unemployed workers and the nation’s unemployment rate 
increased almost eightfold between 1929 and 1932. Nearly a quarter of the 
nation’s workers were without jobs at the end of 1932.'°° Industrial output 
fell by almost half between 1929 and 1932, while auto production fell by 
three-quarters and building contracts declined by four-fifths.‘ Investors 
suffered staggering losses, as shown by (1) a decline of $74.1 billion (83%) 
in the total value of all NYSE-listed stocks between the stock market’s high 
point in September 1929 and its low point in July 1932 and (2) a reduction 
of $18.7 billion (38%) in the total value of all NYSE-listed bonds between 
the bond market’s high point in September 1930 and its low point in April 
1933.141 

By 1932, even the largest U.S. banks faced severe problems. That was 
especially true for Chase National Bank and National City Bank, the two 
biggest and most aggressive universal banks. The stocks of both banks 
traded in 1932 at less than 10% of their market highs in 1929. Each bank 
held about $90 million of frozen short-term loans to German borrowers 
after U.S. and U.K. banks signed the standstill agreement with Germany in 
1931.!4* As noted in Chapter 4, Chase and its securities affiliate suffered 
heavy losses after GTE defaulted on loans and securities that Chase and its 
affiliate underwrote to finance GTE’s takeover of Fox Films in 1930. Chase 
and its affiliate established reserves for losses that reduced their capital by 
$180 million between 1929 and 1932, and Chase cut its annual dividend 
from $4 per share to $2.25 per share.!*? 

National City’s problems were comparable to those of Chase. National 
City wrote off almost $90 million of defaulted loans between 1930 and 
1932, and the bank still carried twice that amount of nonperforming assets 
on its books at the end of 1932. National City’s securities affiliate reduced 


its capital by more than $100 million due to trading and investment losses 
between 1929 and 1932.'*4 The two largest banks in Chicago—Continental 
Illinois and First Chicago—also recorded large write-downs in their assets 
and cut their dividends as they grappled with challenges similar to those 
faced by Chase and National City.!4° 

New York and Chicago banks sharply reduced their lending and greatly 
expanded their liquidity reserves to cope with the Depression. New York 
banks increased their reserves by $400 million during 1932, while Chicago 
banks increased their reserves by $100 million. The largest New York and 
Chicago banks built additional liquidity buffers as they attracted funds from 
business firms and other large depositors, who sought greater safety by 
moving their deposits from smaller banks to money center banks.'4° The 
large excess reserves established by money center banks and their steep cuts 
in lending contributed to the Fed’s decision to stop purchasing government 
securities after August 1932. Most Fed policymakers concluded that 
additional open-market purchases would not convince banks to make new 
loans and therefore would not produce any meaningful benefits for the 
broader economy.!4” 


The intertwined problems of German reparations and Allied war debts 
reappeared on President Hoover’s agenda in the summer of 1932. In June, 
German and Allied representatives met at a conference in Lausanne to 
address both problems. Hoover did not send a delegation to the conference, 
but he encouraged its deliberations. In July, the conferees proposed to 
terminate Germany’s payment of reparations in exchange for Germany’s 
transfer of $750 million of bonds to the Allies. The proposed agreement 
was implicitly conditioned on U.S. forgiveness of Allied war debts, and 
ratification was delayed until the U.S. agreed to cancel those debts. The 
Lausanne conference did not produce a binding agreement, but it effectively 
ended Germany’s payment of reparations.!*° 

Hoover said that the U.S. would not consider any cancellation of Allied 
war debts until after the November 1932 elections. Hoover did offer to 
extend the existing U.S. moratorium on repayment of Allied war debts for 
an additional year (until December 1933), if Congress agreed. However, 


Congress rejected Hoover’s proposed extension, and the American public 
overwhelmingly opposed any forgiveness of Allied war debts. 

When the existing U.S. moratorium expired in December 1932, France 
and several other Allied nations repudiated their U.S. war debts. Britain 
paid the installment due in December 1932, but its willingness to keep 
paying its war debts was highly doubtful. The nonpayment of Allied war 
debts further damaged public confidence, as it threatened to wipe out $11 
billion of foreign obligations owed to the U.S. government. In addition, the 
breakdown of cooperation between the U.S. and its former allies provided 
stunning evidence of their inability to agree on any new plan to improve the 
world’s economic situation. !49 

Congress created further problems for the U.S. banking system when it 
published the names of banks that received RFC loans. On July 21, 1932, 
Congress passed a statute that expanded the RFC’s lending authority. Over 
Hoover’s strenuous objections, that statute required the RFC to send 
monthly reports to Congress describing the RFC’s loans to banks, including 
the names of the recipients. Congressional leaders assured Hoover that the 
RFC’s reports would not be published without formal approval by 
Congress. !°° 

Congress included the reporting requirement in the 1932 statute because 
of intense controversy surrounding two RFC loans. In March 1932, the RFC 
lent $13 million to the Missouri Pacific Railroad, which was controlled by 
the Van Sweringen brothers. That loan was strongly criticized after the Van 
Sweringens used almost half of the loan proceeds to pay outstanding debts 
to Wall Street firms, including J. P. Morgan & Co., Kuhn, Loeb & Co., and 
Guaranty Trust Company of New York. In April 1932, Franklin Roosevelt 
delivered his “Forgotten Man” speech, in which he alleged that the Hoover 
administration was ignoring “the forgotten man at the bottom of the 
pyramid” and placing the RFC’s “two billion dollar fund ... at the disposal 
of big banks, the railroads, and the corporations.” !>! 

In June 1932, the RFC’s $90 million loan to Central Republic Bank 
provoked even greater criticism because Charles Dawes, the bank’s 
chairman, had served as Coolidge’s Vice President and later as the RFC’s 
first president. Many Democrats and commentators echoed Roosevelt’s 
charges that the Hoover administration was using the RFC to support big 
banks, Wall Street interests, and Republican leaders while denying 
assistance to smaller banks and struggling communities. !°? 


In August 1932, Speaker of the House John Nance Garner instructed the 
clerk of the House of Representatives to publish the monthly lists of bank 
loans that the RFC submitted after July 20, 1932. The Democratic Party’s 
convention had recently nominated Garner as Roosevelt’s running mate, 
and Garner evidently viewed the RFC’s loan lists as political weapons to be 
used against Hoover and the Republican Party. On January 4, 1933, the 
House approved Garner’s proposal to publish more names of banks that 
received RFC loans.!°? 

Publishing the RFC loan lists stigmatized the banks named on those lists 
and damaged the banking system in general. Publication deterred banks 
from applying for RFC assistance until they were dangerously close to 
failure, and it also encouraged depositors to pull their money out of banks 
that appeared on the published lists of RFC loans.!°* Banks on the 
published lists suffered significant losses of deposits and were more likely 
to fail, compared with other recipients of RFC loans whose names were not 
published. °° 

More than 350 banks failed during the last quarter of 1932, including 140 
banks that had previously received RFC loans.!°° The Wingfield chain of 
banks, which controlled two-thirds of the deposits and three-quarters of the 
loans in Nevada, collapsed in December 1932. The RFC had loaned $5 
million to the Wingfield chain in mid-1932, but it refused to make a second 
loan in December. Nevada’s Governor declared a bank holiday to prevent a 
complete breakdown of the state’s financial system.'°” 

The Wingfield banking disaster “contributed to a loss of depositor 
confidence on a national level” because it produced the Depression’s first 
statewide bank holiday and revealed “the complete ineffectiveness of the 
Federal Reserve and the RFC in coping with financial breakdown at the 
regional level.”!°° On January 20, 1933, Iowa’s Governor declared a 
statewide bank holiday after several Iowa banks failed. During the last 
week of January and the first week of February, the RFC provided loans to 
prop up three large banks in Memphis, Kansas City, and New Orleans. 
However, many other banks failed after the RFC denied their requests for 
loans. More than 240 banks closed their doors in January 1933, the highest 
number of failures in any month since the RFC began operating in February 
1932. The growing list of bank failures, and bank holidays damaged the 


RFC’s prestige and created widespread doubts about the solvency of the 
entire U.S. banking system.!°? 


In February 1933, the collapse of two large universal banks in Detroit 
precipitated a nationwide banking panic. Detroit’s auto industry had 
enjoyed a spectacular boom during the 1920s, as the annual production of 
new American cars tripled from 1.5 million to 4.5 million between 1921 
and 1929.'°° Two large Detroit bank holding companies expanded 
throughout the state of Michigan during the boom and controlled about 
three-fifths of the city’s and state’s banking assets in 1930. Those two 
holding companies—Guardian Detroit Union Group (Guardian) and Detroit 
Bankers Company (DBC)—each owned more than twenty banks as well as 
several securities and real estate affiliates. Guardian, with $370 million of 
assets, was controlled by Henry Ford’s family and was known as “Ford’s 
bank.” Henry’s son, Edsel, was Guardian’s largest investor and served on 
Guardian’s board of directors, while Edsel’s brother-in-law, Ernest Kanzler, 
was chairman of the board. 

DBC, with $560 million of assets, was controlled by a group of twelve 
Detroit business leaders, who jointly acted as voting trustees for DBC’s 
stock. Real estate investments and loans accounted for more than a third of 
the assets of both holding companies. The securities affiliates of each 
holding company traded in their parent company’s stock and invested in a 
wide range of other securities.1°! 

Guardian and DBC encountered severe problems after the car-based 
economy of Detroit and Michigan collapsed during the Depression. U.S. 
automobile production plummeted by three-quarters from its peak in 1929 
to its low point of 1.1 million new cars built in 1932. Property values in the 
Detroit area fell by more than 40%, and Detroit’s city government teetered 
on the brink of default in January 1933.1 

Guardian acquired more than $14 million of depreciated securities and 
nonperforming real estate assets from its securities and banking subsidiaries 
to improve their reported financial position. Guardian’s largest subsidiary 
bank provided $6 million of loans to its securities affiliate, backed by the 
affiliate’s pledges of illiquid securities. Guardian told its subsidiary banks to 
transfer to the parent holding company dividends in amounts that exceeded 


their profits, so that the holding company could pay high dividends to its 
shareholders between 1930 and 1932. Guardian also directed its subsidiary 
banks to make large loans to insiders to finance their purchases of the 
holding company’s stock. By mid-1932, Guardian’s banks held loans 
collateralized by 150,000 shares of the holding company’s stock, which had 
fallen in value by over 90% since 1929. Guardian provided false and 
deceptive reports to regulators and shareholders that concealed its rapidly 
deteriorating financial position.!°° 

DBC followed a similar pattern of risky and manipulative practices. DBC 
acquired more than $7 million of depreciated stocks from its securities 
subsidiary in 1930. DBC promised a 17% annual dividend to its 
shareholders and extracted large dividends from its subsidiary banks to 
maintain that dividend between 1930 and 1932. DBC’s subsidiary banks 
made loans to insiders to finance their purchases of 250,000 shares of the 
parent’s stock. Like Guardian, DBC issued deceptive reports to regulators 
and shareholders to hide its mounting losses. DBC’s securities affiliate sold 
risky real estate bonds and mortgage participation certificates to DBC’s 
trust customers after the affiliate could not sell those securities in public 
offerings. Many of those securities defaulted by 1934.' 

The RFC loaned $16 million to Guardian in 1932. On January 25, 1933, 
Guardian requested an additional loan of $43.5 million “to relieve the 
burdens of its illiquid securities and real estate investments and rapidly 
declining deposits.”!°° The RFC offered to lend $37.2 million after 
reviewing Guardian’s financial condition and available collateral. However, 
the RFC insisted that the Ford family must subordinate $7.5 million of their 
deposits in Guardian’s banks and also contribute $4 million of new capital 
to Guardian. Henry Ford rejected the RFC’s demands. The Fords had 
previously provided $16 million of loans and guarantees to Guardian, and 
Henry Ford was unwilling to do more. He was confident that the RFC 
would bail out Guardian for the same reasons that it rescued Central 
Republic in 1932.1°° 

The Hoover administration and the RFC recognized that Guardian’s 
failure would probably force all banks in Michigan to close and might well 
trigger a nationwide banking crisis. President Hoover telephoned Henry 
Ford (a personal friend and supporter) and urged him to reconsider. Hoover 
also sent Treasury Undersecretary Arthur Ballantine and Commerce 
Secretary Roy Chapin to meet with Ford in Detroit. Despite Ballantine’s 


and Chapin’s appeals, Ford refused to change his mind, especially after he 
learned that his old business rival, Senator James Couzens, opposed the 
RFC’s loan to Guardian. 

Couzens argued that the RFC had exceeded its authority by lending $90 
million to Central Republic without sufficient collateral. He similarly 
maintained that Guardian could not provide enough good collateral to 
justify the RFC’s proposed loan. Couzens warned Hoover and the RFC that 
he would “denounce the proposed loan from the housetops unless the loan 
was secured to the last dime.” After hearing about Couzens’ threat, Henry 
Ford said, “There isn’t any reason why I should tie up several million to 
keep Senator Couzens from shouting from the housetops.”!°” 

Ford told Ballantine and Chapin that he “could not believe that the 
government would let the banks of Detroit close for lack of the aid asked of 
him.” Ballantine and Chapin responded that Ford’s assistance was crucial 
because the RFC could not “supply new capital” or provide loans beyond 
the $37 million appraised value of Guardian’s collateral. Ford warned that 
he and his family members and companies would immediately withdraw 
$25 million of deposits they held in DBC’s banks if the RFC allowed 
Guardian to fail. Ballantine and Chapin replied that Ford’s threatened 
withdrawal would doom DBC and trigger a statewide banking crisis that 
would “paralyze business in Michigan” and “probably extend throughout 
the country.”!©* Ford said he would allow a systemic crisis to occur before 
he would accept an unfair deal. When Senator Couzens publicly stated that 
all the weak banks in the country should be closed, Ford responded, “For 
once in his life, Jim Couzens is right.” !©? 

After Ford threatened to withdraw his family and corporate deposits, 
DBC appealed to the RFC for a $100 million loan. The RFC denied the loan 
because it saw no purpose in funding Ford’s withdrawal. Faced with the 
imminent collapse of both Guardian and DBC, federal and state regulators 
closed all of Guardian’s and DBC’s banks, and Michigan’s Governor 
declared a statewide bank holiday on February 14, 1933.!”° 

As Barry Eichengreen pointed out, the RFC’s loan to Central Republic in 
June 1932 resembled the Fed’s rescue of Bear Stearns in March 2008, while 
the federal government’s decision to let Guardian and DBC fail in February 
1933 was comparable to its decision to let Lehman Brothers fail in 
September 2008. The rescues of Central Republic and Bear Stearns 
postponed the full onset of the financial crises of the Great Depression and 


the Great Recession. In contrast, the refusals to save the Detroit banks and 
Lehman Brothers precipitated the most virulent phases of both crises.!7! 

In 1933, federal officials decided not to rescue the big Detroit banks 
because they had received so much public criticism from saving Central 
Republic. (Similarly, as described in Chapter 11, public condemnations of 
the Bear Stearns bailout contributed to the federal government’s decision 
not to save Lehman Brothers.) The RFC’s loan to Central Republic had 
triggered widespread attacks on the RFC and the Hoover administration, 
and many commentators who attacked the “Dawes loan” also opposed any 
loan to “Ford’s bank.” Given the drumbeat of criticism from public figures 
such as Senator Couzens, Father Charles Coughlin, and John T. Flynn of 
Harper’s Magazine, the Hoover administration and the RFC were not 
willing to approve any rescue of Guardian that looked like a bailout of 
Henry Ford.'’* Even so, their decision to let Guardian and DBC fail 
remains surprising because they clearly understood that Guardian’s and 
DBC’s failures would probably cause a nationwide banking panic. 


6 
Reckoning 


Universal Banks Were Discredited by the Pecora Investigation and 
Abolished by the Glass-Steagall Act 


The failures of the two largest Detroit banks and Michigan’s bank holiday 
on February 14, 1933 precipitated a nationwide panic that led to “the 
collapse, during the next three weeks, of the nation’s entire financial 
system.”! Most of the nation’s banks were closed or subject to severe 
restrictions on deposit withdrawals when Franklin Roosevelt became 
president on March 4, 1933. The nationwide banking crisis set the stage for 
the Glass-Steagall Act, which ended America’s first experiment with 
universal banking. 

Herbert Hoover spent the last three weeks of his presidency trying to 
contain the panic that spread across the country after Michigan declared its 
bank holiday.* On February 18, Hoover wrote to President-elect Roosevelt, 
warning that “a steadily degenerating confidence in the future ... has 
reached the height of general alarm.” Hoover argued that the panic 
represented a lack of confidence in the dollar as well as a run on banks. He 
cited widespread speculation that Roosevelt would abandon the gold 
standard, as Britain had done in September 1931. Hoover urged Roosevelt 
to restore confidence in the dollar by declaring publicly that his 
administration would keep the U.S. on gold and work toward a balanced 
budget.° 

Roosevelt did not share Hoover’s commitment to the gold standard. 
Roosevelt ran for president on a Democratic Party platform that included 
promises to balance the budget and preserve a “sound currency ... at all 
hazards.” However, Roosevelt carefully avoided making any promises 
about budget issues or the gold standard after his landslide victory in 
November. During the four-month interregnum between Roosevelt’s 


election and his inauguration, some of his advisers and several Democratic 
members of Congress publicly called for the U.S. to abandon gold and 
devalue the dollar to halt the continuing slide in prices for agricultural and 
manufactured goods. Roosevelt neither endorsed nor rejected those 
proposals.* 

Roosevelt replied to Hoover in a letter dated February 20, but the letter 
did not reach the White House until March 1 (a delay that Roosevelt blamed 
on his secretary’s oversight). In his letter, Roosevelt declined to make the 
public commitments requested by Hoover. Roosevelt said he recognized 
“the gravity of the present banking situation, but my thought is that it is so 
very deep-seated that the fire is bound to spread in spite of anything that 
can be done by way of mere statement.”° Raymond Moley, a key Roosevelt 
adviser, was amazed by Roosevelt’s calmness in the midst of rapidly 
deteriorating economic conditions and by his “complete confidence in his 
own ability to deal with any situation that might arise.” According to 
Moley, Roosevelt believed that “the baby was Hoover’s anyhow” until noon 
on March 4, and Roosevelt “could not take any responsibility for measures 
over whose execution he would have no control.”° 

After failing to gain Roosevelt’s support, Hoover turned to Congress, the 
Reconstruction Finance Corporation, and the Fed. Hoover instructed federal 
bank regulators to prepare draft legislation that would authorize the RFC to 
purchase preferred stock in troubled banks and empower the Office of the 
Comptroller of the Currency (OCC) to reorganize and reopen closed 
national banks. In February 1933, Hoover sent both legislative proposals to 
Senator Carter Glass, the “most influential member” of the Senate Banking 
Committee. Glass told Hoover that it was not feasible to pass such 
legislation during Congress’s lame-duck session prior to Roosevelt’s 
inauguration. Glass also advised that the lame-duck session would be 
unlikely to consider any proposal for a federal guarantee of bank deposits.’ 

Hoover also urged the RFC to develop a plan to reopen Detroit’s two 
leading banks (Guardian and DBC) and end Michigan’s bank holiday. On 
February 22, the RFC approved a plan to reopen the two banks that 
included loans from the RFC and New York City banks, as well as $8.5 
million of new capital from Henry Ford (who had changed his mind about 
helping the RFC). The RFC never implemented its plan for reasons that 
remain unclear. Some historians have blamed bankers from Detroit and 


New York for refusing to accept the RFC’s proposed terms for reopening 


the banks.® 

Barrie Wigmore has blamed Roosevelt. On February 23, Roosevelt’s 
Treasury Secretary-designate, William Woodin, met with the RFC’s 
directors and told them that “the problems now under consideration should 
be determined by the [RFC] board in accordance with its own views and on 
its own responsibility.” Wigmore interpreted Woodin’s statement as a veiled 
warning to the RFC’s directors that their actions might be second-guessed 
after Roosevelt took office. Wigmore concluded that Roosevelt “scuttled 
the RFC’s efforts to halt the bank crisis” by “creating doubts and then 
refusing to support a course of action.” The RFC took no further steps to 
stop the nationwide bank panic until after Roosevelt was inaugurated.” 

Hoover asked the Federal Reserve Board on February 22 for its 
recommendations on measures to resolve the banking crisis. The Board 
responded that it “did not desire to make any specific proposals for 
additional measures or authority.” On February 27, Treasury Secretary Mills 
asked the Fed to buy $100 million of government securities in the open 
market to ease the monetary strain caused by withdrawals of bank deposits 
and outflows of gold from the U.S. The Fed declined to make any large- 
scale purchases of government bonds. The Fed bought relatively few 
government securities during February 1933, and it raised both its discount 
and acceptance rates. The Fed believed that it needed to tighten monetary 
policy (as it had done during the fall of 1931) to discourage the outflow of 
gold and defend the gold standard.'° 

On February 28, Hoover requested advice from the Federal Reserve 
Board on whether the federal government should guarantee bank deposits 
or arrange for the issuance of clearinghouse certificates as a substitute for 
currency. The Board replied on March 2, stating that it did not advise either 
course of action and it did not have any other recommendations to offer.'! 

In the absence of any effective countermeasures, the nationwide bank 
panic continued to spread and intensify. Almost four hundred banks closed 
their doors during January and February. Michigan’s inability to reopen its 
largest banks and end its bank holiday convinced many depositors across 
the country to pull their money out of banks. The amount of currency 
hoarded by the public increased by almost $1.8 billion during the second 
half of February and the first week of March. During the same period, a 
steadily growing number of states declared bank holidays or imposed tight 


restrictions on deposit withdrawals. By the time Roosevelt took office on 
March 4, virtually every state had either closed its banks or placed severe 
constraints on deposit withdrawals. !* 

The run on the dollar escalated during the last week of Hoover’s 
presidency. Massive outflows of gold produced a $700 million decline in 
the nation’s gold reserves during February and the first week of March.!° 
The New York Fed was forced to borrow $165 million of gold from the 
Chicago Fed on March 1 and 2. On March 3, the Chicago Fed refused a 
request from the New York Fed to borrow an additional $150 million of 
gold, after Chicago’s leading bankers strongly objected to any further 
transfers of gold to New York. At a meeting on the same day, the New York 
Fed’s directors concluded that “we could not pay out gold and currency 
much longer at the rate of the past few days.” /4 

On the evening of March 2, Hoover’s advisers contacted Roosevelt’s 
team and asked whether Roosevelt would join Hoover in declaring either a 
national bank holiday or an embargo on foreign withdrawals of currency 
and gold. Roosevelt declined and told Hoover that he should proceed as he 
thought best. Hoover raised the issue again during a personal meeting with 
Roosevelt on March 3 (Hoover’s last full day in office). Hoover explained 
that his Attorney General doubted whether the President had authority to 
declare a national bank holiday under the Trading with the Enemy Act, 
because that statute arguably expired after World War I. Hoover was 
therefore willing to declare a bank holiday only if Roosevelt publicly 
endorsed the measure and agreed to request ratification by the incoming 
Congress. Roosevelt replied that he thought Hoover had sufficient authority 
to declare a holiday, and he again said that Hoover must make his own 
decision.!° 

Hoover refused to declare a national bank holiday without Roosevelt’s 
public endorsement. In the absence of any federal bank holiday, the 
Governors of New York and Illinois declared bank holidays for their states 
during the early morning of March 4. The Governors’ decisions reflected 
grave doubts among financial leaders in New York and Chicago whether 
their commercial banks and their regional Federal Reserve Banks could 
continue to withstand the runs occurring on bank deposits and the dollar.!® 
National City Bank lost a third of its deposits—an outflow of more than 
$400 million—during February and the first week of March 1933. As a 


result, National City was forced to borrow almost $120 million from the 
New York Fed’s discount window.!” 

Hoover certainly waited far too long to propose measures that might have 
prevented or shortened the nationwide banking panic in early 1933. 
However, other officials shared responsibility for the panic’s magnitude and 
duration. Congress and the Fed declined to support any of Hoover’s 
proposals, evidently because they thought it would be politically risky to 
cooperate with a defeated and unpopular president. Roosevelt’s repeated 
refusals to endorse any of Hoover’s proposals are difficult to explain on 
policy grounds, as Roosevelt quickly implemented several of Hoover’s 
ideas after he became President. It appears that Roosevelt found it 
politically expedient to allow the nation’s financial system to collapse in 
March 1933 so that Hoover would bear all of the blame for the collapse and 
Roosevelt would receive all of the credit for any recovery.'® 


During the final weeks of Hoover’s presidency, Wall Street faced another 
challenge that had a decisive impact on the future direction of U.S. financial 
regulation. On February 15, 1933, a Senate subcommittee launched a new 
Stage of its investigation into securities practices on Wall Street. Ferdinand 
Pecora, the subcommittee’s newly appointed chief counsel, led that 
investigation. 

Pecora began his work by examining the collapse of Samuel Insull’s 
utility empire in 1932. Pecora showed that Charles Dawes’ Central 
Republic Bank and several other Chicago banks made huge loans to Insull’s 
companies that violated the spirit (if not the letter) of applicable lending 
limits under Illinois law. Pecora also demonstrated that underwriting 
syndicates led by Halsey, Stuart, a leading Chicago investment bank, used 
high-pressure marketing and deceptive advertising to sell Insull company 
securities to hundreds of thousands of utility customers and_ other 
unsophisticated investors.~° 

Pecora’s next target was National City Bank and its securities affiliate, 
National City Company. During eight days of hearings between February 
21 and March 2, 1933, Pecora destroyed the public reputations of National 
City and its chairman, Charles Mitchell. Pecora’s inquiry stripped away the 


last “vestiges of the aura of invincibility that surrounded [National City and 
Mitchell] at the height of the market bubble.”7! 

Pecora had only a few days to review National City’s records before the 
hearings began, and National City did its best to hinder Pecora’s 
investigation. Accordingly, Pecora did not try to present a comprehensive 
overview of National City’s securities operations. Instead, he illustrated 
National City’s aggressive and fraudulent sales practices by focusing on 
several offerings of securities that National City sold to its depositors and 
other retail investors.** Pecora carefully examined National City’s trading 
in its own stock, its sales of Anaconda Copper and Boeing stock, and its 
marketing of foreign bonds issued by Peru, the Brazilian state of Minas 
Gerais, and a Chilean nitrate producer (Lautaro Nitrate Co.). Pecora 
demonstrated that all of those transactions were tainted by conflicts of 
interest, unethical sales practices, and deceptive offering materials. 

Pecora also uncovered evidence of extensive self-dealing by Charles 
Mitchell and other senior officers. National City and its securities affiliate 
paid bonuses to their top executives equal to one-fifth of their earnings 
above a base target of 8% of annual net profits. Mitchell received $3.5 
million from National City and its securities affiliate between 1927 and 
1929, while Hugh Baker (the affiliate’s president) received more than 
$750,000. In July 1929, National City’s senior officers received $1.9 
million of “advances” from the bonus plans for the first six months of the 
year (including $667,000 for Mitchell and $220,000 for Baker), even 
though losses from the October crash wiped out all bonuses for the full 
calendar year. National City never recouped those “advances” and forgave 
them in 1932. 

Additionally, National City provided $2.4 million of interest-free 
“morale” loans that enabled top executives to pay off margin loans on their 
National City stock after the crash. National City collected only 5% of those 
morale loans and wrote off the rest. In contrast, National City rigorously 
enforced installment purchase contracts (bearing 5% interest) that ordinary 
employees used to buy the bank’s stock.*4 

Pecora’s revelations of Mitchell’s and Baker’s bonuses and National 
City’s “morale” loans for senior executives triggered widespread public 
outrage and angered many members of Congress. The public viewed 
Mitchell’s and Baker’s compensation as “astronomical” and unjust at a time 
when a quarter of the nation’s workforce was unemployed and factory 


workers typically earned less than $1,000 per year. Even Babe Ruth earned 
only $80,000 in 1930.7° 

Pecora also demonstrated that Mitchell and other National City insiders 
and clients received large windfalls from National City’s offerings of 
Boeing Air Transport stock. In October 1928, National City sold a large 
block of Boeing stock to a “preferred list” that included Boeing insiders as 
well as National City’s “officers, key men, directors, and special friends.” 
National City then listed Boeing’s stock for trading on the New York curb 
exchange (the forerunner of the American Stock Exchange) and encouraged 
public investors to buy the stock. Boeing’s stock price rose rapidly after 
public trading began in November 1928, producing potential profits of at 
least $1.6 million for members of the preferred list. In January 1929, 
National City arranged a second public offering of Boeing’s stock. Before 
launching that public offering, National City sold another block of Boeing 
stock to the same preferred group. The preferred group bought their shares 
at a heavily discounted price, which enabled them to make substantial 
trading profits after the public offering began.*° 

The most devastating blow to Mitchell’s reputation occurred when 
Pecora and Senator Smith Brookhart forced Mitchell to admit that he 
arranged a large tax-avoidance transaction. Mitchell sold 18,300 shares of 
National City stock to his wife in December 1929 (after the crash) and 
repurchased the same shares from her at the same price in early 1932. 
Mitchell relied on that sham sale to claim a $2.87 million tax loss for 1929. 
He used that tax loss to avoid paying any federal income taxes on his $1.2 
million in compensation and $1.6 million of other net income received in 
1929. Mitchell’s admission created a stunning “portrait of a greedy banker 
willing to use any artifice to hang on to every cent of his enormous 
salary.”?/ 

Mitchell’s “reputation was in tatters” after Pecora’s inquest, and Mitchell 
resigned as chairman of National City on February 26, 1933. National 
City’s board of directors accepted Mitchell’s resignation after Hoover, 
Roosevelt, and Eugene Meyer (Governor of the Federal Reserve Board) 
told the directors that Mitchell should go.2® A New York Times editorial 
commented, “No banking institution ... could afford even to appear to 
approve or condone the transactions of which [Mitchell] was a guiding 
spirit and one of the beneficiaries.”79 


Hoover instructed the Justice Department to investigate Mitchell, and the 
Roosevelt administration vigorously pursued that investigation. Mitchell 
was arrested and charged with criminal tax evasion in March 1933. The 
charges were based on Mitchell’s false claim of a huge tax loss from his 
sham sale of stock to his wife, as well as his failure to declare as income his 
$667,000 “advance” from National City’s bonus plan in mid-1929. After a 
six-week trial, the jury acquitted Mitchell of tax evasion in June. The 
commissioner of internal revenue subsequently imposed a civil assessment 
on Mitchell for unpaid taxes of $728,000, plus a 50% civil penalty for 
“fraud with intent to evade tax.” Mitchell challenged the commissioner’s 
civil assessment, but the Supreme Court upheld the commissioner’s 


decision in 1938.°° 
Roosevelt and his advisers took a keen interest in the Pecora hearings, 
which provided powerful ammunition for Roosevelt’s planned reforms of 


the financial markets.°! The hearings on National City coincided with the 
final collapse of the U.S. banking system and furnished a dramatic context 
for Roosevelt’s inauguration on March 4, 1933. In his inaugural address, 
Roosevelt denounced Wall Street’s “money changers” in stark, Biblical 
terms: 


Practices of the unscrupulous money changers stand indicted in the court of public opinion, 
rejected by the hearts and minds of men. 

... Stripped of the lure of profit by which to induce our people to follow their false leadership, 
they have resorted to exhortations, pleading tearfully for restored confidence. They know only 
the rules of a generation of self-seekers. They have no vision, and when there is no vision the 
people perish. 

The money changers have fled from their high seats in the temple of our civilization. We may 
now restore that temple to the ancient truths. The measure of the restoration lies in the extent to 
which we apply social values more noble than mere monetary profit. 

... [T]here must be an end to a conduct in banking and in business which too often has given 
to a sacred trust the likeness of callous and selfish wrongdoing. 

... [T]here must be a strict supervision of all banking and credits and investments, so that 


there will be an end to speculation with other people’s money.°* 


Roosevelt quickly implemented several measures that Hoover had 
proposed during his final weeks in office. Roosevelt declared a national 
bank holiday and prohibited further exports of gold or withdrawals of gold 
from Federal Reserve Banks. He also convened an emergency session of 
Congress to address the banking crisis. Roosevelt’s senior financial advisers 
worked closely with Hoover’s top financial regulators to develop legislation 


that incorporated several of Hoover’s ideas. The resulting Emergency 
Banking Act (1) ratified the national bank holiday and amended the Trading 
with the Enemy Act to give Roosevelt clear authority to control the nation’s 
gold supply, (2) authorized the OCC to appoint conservators to reorganize 
and reopen closed national banks, (3) empowered the RFC to buy preferred 
stock to recapitalize weak banks, and (4) authorized Federal Reserve Banks 
to provide emergency loans to banks in the form of short-term notes backed 
by pledges of the banks’ holdings of government securities and other 
qualifying collateral.°° 

The Emergency Banking Act granted the status of legal tender (currency) 
to the short-term notes that Federal Reserve Banks issued to banks when 
they reopened after the bank holiday. The Fed’s short-term notes “created 
the expectation that the government would guarantee all depositors [of 
reopened banks] against loss,’ as the Fed could issue those notes in 
amounts equal to most of the assets held by reopened banks.** Thus, the 
Emergency Banking Act enabled federal bank regulators to ensure the 
viability of reopened banks by providing liquidity through the Fed’s notes 
as well as fresh capital through the RFC’s purchases of preferred stock.*° 

Congress passed the Emergency Banking Act during an extraordinary 
one-day session on March 9, and the Roosevelt administration began to 
reopen the nation’s banks on March 13. More than 12,700 banks reopened 
by March 15, accounting for about 70% of the banks in existence on March 
3. Another 1,300 banks reopened by April 12. However, 4,200 banks 
remained closed in mid-April. About half of those closed banks were 
reopened by the end of 1934 (with RFC assistance), while more than 2,000 
closed banks went into liquidation.°° 

Bank of America reopened on March 14, 1933, following the 
intervention of California’s two Senators and a heated argument between 
Treasury Secretary William Woodin and John Calkins, Governor of the 
Federal Reserve Bank of San Francisco. Fed officials had long maintained a 
highly adversarial relationship with A. P. Giannini (Bank of America’s 
chairman), and Calkins claimed that Bank of America was “hopelessly 
insolvent.” Woodin and Acting Comptroller of the Currency Francis Awalt 
disagreed with Calkins’ assessment. With strong backing from Senators 
Hiram Johnson (R-CA) and William McAdoo (D-CA), Woodin persuaded 
Calkins to reopen the bank.” 


As in 1932, when Bank of America received the RFC’s first loan, 
Giannini’s giant bank was deemed too big to fail. Raymond Moley 
remarked, “Bank of America had 410 branches. With its one million 
depositors it was in a very real sense the bank of the common people of 
California. To keep it closed would shock the state beyond description.”*° 

In April 1933, Roosevelt used his authority under the Emergency 
Banking Act to take the U.S. off the gold exchange standard by prohibiting 
purchases, sales, exports, or ownership of gold by private parties. During 
the next nine months, Roosevelt experimented with various measures to 
devalue the dollar and boost domestic prices for commodities and 
manufactured goods. In January 1934, Roosevelt exercised newly delegated 
authority from Congress to establish the official price of gold at $35 per 
ounce. That step effectively devalued the dollar by almost 60%. The 
Treasury Department announced that it would buy gold from foreign central 
banks and governments at that price.°9 

Roosevelt’s devaluation of the dollar, Treasury’s willingness to buy 
foreign gold, and deepening political problems in Europe attracted large 
inflows of gold and investment capital into the U.S. after 1933. Inflows of 
foreign gold and capital significantly expanded the U.S. money supply 
between 1933 and 1935. That expansion was further boosted by almost $10 
billion of new U.S. bank deposits, as many American firms and households 
returned their hoarded cash to the banking system. These developments 
ended the severe deflation and monetary contraction that had plagued the 
U.S. during the Great Depression.*° 


The RFC purchased preferred stock in thousands of banks that federal 
regulators reopened after the national bank holiday. The RFC’s preferred 
stock program helped to restore public confidence in the U.S. banking 
system, working in conjunction with the Fed’s liquidity assistance program 
under the Emergency Banking Act and the establishment of a new federal 
deposit insurance program in January 1934.4! The RFC’s purchases of 
preferred stock played a crucial role because many reopened banks 
struggled with serious capital shortfalls and not just liquidity problems.*+ 
Thus, as would also be true in 2008—09, the federal government provided 
large-scale capital infusions, liquidity support, and financial guarantees to 


stabilize a banking system that had been severely disrupted by a systemic 
financial crisis.*° 

At first, many banks were reluctant to participate in the RFC’s preferred 
stock program because of the stigma that recipients of RFC loans suffered 
when Congress had published their names in 1932 and early 1933. The 
Roosevelt administration addressed the stigma problem by ending public 
disclosure of the RFC’s assistance to banks. The administration strongly 
encouraged banks to accept the RFC’s capital infusions so that they could 
make new loans to individuals and businesses. Jesse Jones, the RFC’s 
powerful chairman between 1933 and 1945, spearheaded the 
administration’s campaign. In August 1933, Jones addressed the annual 
convention of the American Bankers Association. He warned the ABA’s 
members that “more than half the banks represented at the gathering in 
front of me were insolvent.” He urged them to “be smart, for once,” and sell 
preferred stock to the RFC.*4 

In October 1933, the New York Clearing House publicly endorsed the 
RFC’s preferred stock program. Leading New York and Chicago banks 
soon agreed to sell preferred stock to the RFC. By March 1934, the RFC 
owned $362 million of preferred stock in forty of the one hundred largest 
U.S. banks. The RFC’s investments in large banks accounted for a third of 
the RFC’s $1.1 billion of equity investments in all banks.*°? The RFC 
ultimately determined that “fewer than twenty” of the 6,139 banks that 
received capital from the RFC “had no need of it.”*° 

The RFC made its largest preferred stock investments in National City 
Bank, Chase National Bank, and Continental Illinois—the three leading 
U.S. universal banks. Those three banks operated the largest and most 
active securities affiliates during the 1920s.4” The magnitude of the RFC’s 
investments reflected the enormous losses that all three banks suffered 
during the Great Depression. 

In January 1934, National City Bank sold $50 million of preferred stock 
to the RFC. At the same time, National City Bank recognized $60 million 
of losses, bringing the bank’s total charge-offs since 1929 to $167 million.*® 
In addition, the bank’s securities affiliate, National City Company, recorded 
losses that reduced its capital by $115 million between 1929 and 1933. 
Thus, National City’s combined losses between 1930 and 1934 topped $280 
million.*9 


In January 1934, Chase National Bank sold $46 million of preferred 
stock to the RFC and $4 million of preferred stock to its common 
shareholders.°° Chase established reserves for losses that reduced its equity 
capital by $212 million between 1929 and 1933. In addition, its securities 
affiliate, Chase Securities Corporation, established loss reserves that 
reduced its capital by $120 million during the same period. Hence, Chase’s 
combined losses during the Great Depression exceeded $330 million.*! 

Continental Illinois established more than $140 million of reserves for 
losses between 1931 and 1934. Those losses included a write-off of the 
bank’s entire $15 million investment in its securities affiliate. The bank sold 
$50 million of preferred stock to the RFC in late 1933 and reduced its 
common equity capital from $75 million to $25 million. Given the bank’s 
gravely impaired financial condition, the RFC insisted on the appointment 
of Walter Cummings as the bank’s new chairman. Cummings played a 
leading role in organizing the new Federal Deposit Insurance Corporation 
(FDIC) in the fall of 1933, and he served as the FDIC’s chairman until he 
was appointed as Continental Illinois’ new leader in early 1934.°7 

The banking crisis of 1933 required the federal government to provide 
liquidity assistance, loans, and capital infusions to dozens of large U.S. 
banks. In addition to the $362 million of preferred stock that the RFC 
purchased from forty big banks, the RFC provided $312 million of loans to 
twenty-two large banks during 1933 and 1934. Those loans represented 
almost half of all loans that the RFC extended to banks during that period.°° 
The three leading universal banks—National City, Chase, and Continental 
Illinois—received the largest RFC bailouts, due in large part to their 
massive losses from securities activities.°* By any objective measure, the 
universal banking business model failed the acid test of the Great 
Depression in the U.S. as it had in Europe. 


Unlike Hoover, Roosevelt campaigned in 1932 on a platform that advocated 
fundamental reforms in the structure and regulation of U.S. financial 
markets. The Democratic Party’s platform proposed federal regulation of 
securities offerings as well as a strict separation between securities markets 
and the commercial banking system.°° Senator Carter Glass drafted the 
platform plank calling for “the severance of affiliated security companies 


from and the divorce of the investment banking business from commercial 
banks.” In a campaign speech, Roosevelt declared that the “consolidation 
and mingling” of commercial and investment banking was “contrary to 
public policy,” and he demanded their “separation.”°° 

In late March 1933, Roosevelt sent Congress a draft bill authorizing 
federal regulation of securities offerings. He also encouraged Ferdinand 
Pecora and Senator Duncan Fletcher (D-FL), the new chairman of the 
Senate investigative subcommittee, to choose J. P. Morgan & Co. as the 
next subject of the Senate subcommittee’s inquiry.°’ The House of Morgan 
initially refused to cooperate with Pecora’s requests for information, based 
on its status as a “private bank.” Pecora promptly “waged war against the 
bank in the press and on Capitol Hill.” On April 4, the Senate approved a 
resolution empowering Pecora’s subcommittee to investigate “the business 
of banking, financing, and extending credit” conducted by any person, 
partnership, or firm.°® Armed with that sweeping congressional mandate, 
Pecora convinced the Morgan firm to cooperate. The subcommittee’s 
hearings on the House of Morgan during late May and early June generated 
additional public support for reforming the securities and banking 
industries.°° 

The first witness, J. P. Morgan, Jr., declared that his firm followed “a 
code of ethics and customs,” which ensured that the firm did “only first 
class business and that in a first class way.” Morgan was the firm’s senior 
partner and the son of its founder. He told the subcommittee that the House 
of Morgan was “a national asset and not a national danger.” 

Pecora later remarked, “Mr. Morgan was not the first wielder of power to 
believe profoundly in the invincible rectitude of his own regime.” Pecora 
acknowledged that J. P. Morgan & Co. did not engage in “glaring abuses” 
similar to those committed by National City, Chase, and some other 
commercial and investment banks. Pecora concluded, however, that the 
House of Morgan’s conduct exhibited “more subtle dangers,” including a 
“terrific concentration of power.”°! 

Pecora pursued four lines of inquiry that turned public opinion decisively 
against J. P. Morgan & Co. First, Pecora showed that the House of 
Morgan’s twenty partners claimed capital losses from sales of investments 
that allowed them to pay only $48,000 in income taxes during 1930 and no 
income taxes at all during 1931 and 1932. The Internal Revenue Service 


(IRS) did not closely examine the tax returns filed by Morgan partners 
because it assumed that “any schedule made by that office is correct.” 
Pecora did not document any illegal tax evasion by Morgan partners. 
However, their collective avoidance of taxes and the complete deference 
given to them by the IRS were “politically explosive” issues that produced 
widespread public resentment.°4 

Second, Pecora revealed that J. P. Morgan & Co. provided financial 
favors to almost five hundred influential “friends” of the firm. The scope 
and magnitude of the House of Morgan’s favors were considerably larger 
than National City’s preferential allocations of Boeing stock. In five 
securities transactions, the House of Morgan offered large blocks of stock to 
individuals on “preferred lists” at prices that were heavily discounted from 
those paid by public investors for buying the same stocks on securities 
exchanges. The “preferred lists” included leading politicians from both 
political parties as well as top financiers, business executives, and other 
public figures. Republican beneficiaries included former President Calvin 
Coolidge, former Secretary of the Navy Charles Francis Adams, and 
Charles Hilles, former Chairman of the Republican National Committee. 
Democratic recipients included former Secretary of War Newton Baker, 
current Treasury Secretary William Woodin, Senator William McAdoo, and 
John J. Raskob, a leading speculator and Chairman of the Democratic 
National Committee. Other favored individuals included Charles Mitchell, 
Albert Wiggin, Democratic adviser (and prominent financier) Bernard 
Baruch, General Electric chairman Owen Young, Charles Lindbergh, and 
General John J. Pershing, as well as the chairmen of U.S. Steel, Standard 
Oil of New Jersey, and AT&T. 

The House of Morgan’s partners told individuals on the “preferred lists” 
that there were “no strings tied to the stock, so you can sell it whenever you 
wish ... We just want you to know that we were thinking of you in this 
connection and thought you might like to have a little of the stock at the 
same price we are paying for it.”°* Albert Wiggin testified that J. P. Morgan 
& Co. sold him 10,000 Alleghany Corporation shares for $20 per share, 
when the public trading price was $35 per share. Wiggin said, “I assumed it 
was a favor, and I was glad to take it.”©° 

Some “preferred list” recipients expressed a strong sense of reciprocity 
for their favorable treatment. John J. Raskob sent a letter to Morgan partner 
George Whitney in which Raskob stated, “I appreciate the many courtesies 


shown me by you and your partners, and sincerely hope [that] the future 
holds opportunities for me to reciprocate.”©° In Pecora’s view, Raskob’s 
letter displayed “the silken bonds of gratitude in which [the Morgan firm] 
skillfully enmeshed the chosen ranks of its ‘preferred lists.’ ”°” 

Third, Pecora returned to a primary theme of the 1913 Pujo hearings 
when he revealed the House of Morgan’s extensive network of relationships 
with many of the largest and most influential U.S. companies and financial 
institutions. More than 140 leading corporations maintained large deposits 
with J. P. Morgan & Co., and Morgan partners held 126 directorships in 89 
major financial institutions, railroads, public utilities, and business 
corporations. The Morgan firm provided loans to 60 officers and directors 
of other banks, including a multimillion-dollar loan to Charles Mitchell. 
Pecora concluded that the Morgan firm’s influence “was a great stream that 
was fed by many sources, by its deposits, by its loans, by its promotions, by 
its directorships, by its pre-eminent position as investment bankers, by its 
control of holding companies,” as well as “the silken bonds of gratitude” 
created by its preferred lists. Pecora warned that a firm with such far- 
reaching influence “might be a formidable rival to government itself.”°° 

Fourth, Pecora charged that J. P. Morgan & Co. had compromised its 
professed code of ethics in 1929 when it underwrote the stocks of two giant 
holding companies, United Corporation and Alleghany Corporation. United 
Corporation owned public utilities that generated a fifth of the nation’s 
power supply. Alleghany Corporation controlled the huge railroad empire 
built by the Van Sweringen brothers. Due to the House of Morgan’s 
credibility as an underwriter, the stock prices of both companies rose to 
dizzying heights before the crash in October 1929 and produced huge 
profits for Morgan partners as well as individuals on Morgan’s preferred 
lists.°° The stock prices of both companies plunged after the crash. In 1933, 
the stocks of both companies were trading at prices that were more than 
90% below their 1929 highs, inflicting severe losses on shareholders who 
did not sell before the crash.”° 

Pecora’s inquest of J. P. Morgan & Co. created “extreme disillusionment” 
among many observers.’' A New York Times editorial commented, “Here 
was a firm of bankers, perhaps the most famous and powerful in the whole 
world. ... Yet it failed under a test of its pride and prestige. ... [I]t sacrificed 
something intangible, imponderable, that had to do with the very highest 


repute.” According to the New York World-Telegram, the House of Morgan 
did not carry out any “crude crime against the law,” but it committed “the 
far deeper, more dangerous offense of what Lord Bryce well calls “The 


submarine warfare which wealth can wage.’ ”” 


The banking system’s collapse and the Pecora committee’s hearings on 
National City and J. P. Morgan & Co. produced widespread public support 
for the Securities Act of 1933 and the Glass-Steagall Banking Act of 
1933.’7 In his memoir, Pecora remarked, “Never before in the history of the 
United States had so much wealth and power been required to render a 
public accounting.”’”* Joel Seligman later observed that “the First Hundred 
Days of the Roosevelt administration was that rare period when money 
talked and nobody listened.””° 

The Securities Act was drafted and passed in only two months. 
Supporters described it as a “Truth in Securities Act,” modeled on the 
British Companies Act. The statute required issuers and underwriters of 
securities to file registration statements with federal authorities before 
making public offerings that crossed state lines or used the mail, the 
telephone, or other methods of interstate communication. Issuers and 
underwriters were required to furnish investors with offering documents 
(prospectuses) containing specified disclosures about the issuer, the 
securities being offered, and the terms of the offering. Federal regulators 
could block a public offering if the offering documents were incomplete or 
misleading in any material respect. Issuers and their senior executives, 
directors, underwriters, accountants, and other experts were liable for 
damages if the offering documents contained false or misleading statements 
of material fact.’”° Under the new Securities Act, “there would be no more 
skimpy prospectuses like the ones [National] City Bank distributed to its 
investors.””” 

Roosevelt signed the Securities Act into law on May 27, 1933. The 
Federal Trade Commission (FTC)—which was given responsibility for 
administering the new law—stated that it would “prevent further 
exploitation of the public by the sale of fraudulent and worthless securities 
through misrepresentation.” The FTC estimated that $25 billion of 


“worthless securities” had been sold to the American public during the 
previous decade “through misrepresentation and fraud.””® 


In contrast to the Securities Act, the Glass-Steagall Banking Act of 1933 
had a long and tortuous journey. Senator Carter Glass held hearings in 1931 
and 1932 to consider whether commercial banks should be required to get 
rid of their securities affiliates. Universal banks, investment banks, and 
most federal regulators strongly opposed any such _ requirement. 
Nevertheless, Glass introduced a bill in January 1932 to mandate 
divestitures of securities affiliates. Glass’ bill made little progress until 
Roosevelt took office.” 

During the 1931 hearings, Albert Wiggin, chairman of Chase National 
Bank, argued that securities affiliates of commercial banks provided “an 
essential banking service in financing the large corporations of the [nation] 
and other clients of the banks.” National City Bank chairman Charles 
Mitchell maintained that securities affiliates were “an exceedingly 
important factor in security distribution,” as they participated in 
underwriting half or more of all U.S. bond issues in 1929 and 1930. Melvin 
Traylor, chairman of the First National Bank of Chicago, contended that 
securities affiliates were part of “the well-rounded service that a bank ought 
to render to a community.” Allan Pope, executive vice president of the First 
National Bank of Boston’s securities affiliate, declared, “I do not believe 
that this country could have developed industrially to the extent it has since 
[World War I] without the assistance of bank affiliates.”°° 

Pope testified again in 1932, while serving as president of the Investment 
Bankers Association. Pope declared that the IBA’s members—including 
investment banks as well as securities affiliates of commercial banks— 
opposed the Glass bill “without a single exception.” Harry Haas, president 
of the American Bankers Association, stated that the ABA fervently 
opposed the Glass bill. Henry Scott, president of the Wilmington Trust Co., 
argued that the Glass bill would make the Depression worse by forcing 
banks to close down their securities affiliates and liquidate their investments 
in securities.°! 

The Hoover administration did not support Glass’ bill. Comptroller of the 
Currency J. W. Pole and New York Fed governor George Harrison stated 


that they strongly opposed the Glass bill during the 1932 hearings.®* In 
contrast, Federal Reserve Board Governor Eugene Meyer acknowledged 
that “many evils have developed through the operation of affiliates 
connected with member banks, particularly affiliates dealing in securities.” 
Meyer expressed qualified support for a mandatory divestiture of securities 
affiliates after a three-year waiting period. Similarly, Meyer’s colleague, 
Board member Charles Hamlin, told Glass in September 1932 that the 
misconduct of major banks in pressuring small banks to buy risky securities 
from their affiliates “certainly would seem to justify the clause in your bill 
requiring member banks to divorce themselves from their affiliates.”®° 
However, the Hoover administration’s lack of support and vehement attacks 
by universal banks and Wall Street investment banks prevented Glass from 
advancing his bill to the Senate floor until the lame-duck session of 
Congress that followed the November 1932 elections.*4 

Despite the strong opposition they encountered, Senator Glass, 
Representative Henry Steagall (D-AL), and other members of Congress 
persevered in their efforts to separate commercial banks from the capital 
markets. They wanted commercial banks to confine their operations to 
traditional banking activities—accepting deposits, providing payments 
services (including check clearing and foreign exchange), making loans to 
consumers and businesses, and providing trust services. They believed that 
universal banks bore much of the blame for promoting the unsustainable 
booms that occurred in the bond and stock markets during the 1920s.®° 

Glass contended that securities affiliates of commercial banks “were the 
largest contributors, next to the gambling on the stock exchange, to the 
disaster which was precipitated upon the country in 1929.” He argued that 
the speculative activities of securities affiliates helped to precipitate “the 
financial catastrophe which ... was mainly responsible for the depression 
under which we have been suffering since.”°° Similarly, Steagall declared: 


Our great banking system was diverted from its original purposes into investment activities, and 
its service devoted to speculation and international high finance. ... Agriculture, commerce, and 
industry were forgotten. Bank deposits and credit resources were funneled into the speculative 
centers of the country for investment in stocks [sic] operations and in market speculation. Values 


were lifted to fictitious levels.°” 


Senator Frederic Walcott (R-CT) maintained that the “gambling fever” 
and “flood tide of speculation” during the 1920s would not have occurred 


without the “money, currency [and] very expansive credit” furnished by 
large commercial banks, as well as the extensive marketing operations of 
their securities affiliates. In Walcott’s view, the “excessive use of bank loans 
for the purpose of stock speculation” and “the dangerous use of the 
resources of bank depositors for the purpose of making speculative profits” 
fueled the destructive boom-and-bust cycle that led to the Great 
Depression.®° 

Representative Herman Kopplemann (D-CT) agreed that “one of the 
chief causes of this depression has been the diversion of depositors’ moneys 
into the speculative markets of Wall Street. Instead of keeping the money 
for the use of the legitimate needs of commerce and agriculture, money has 
been lent to gamblers to use in buying stocks on margin.”®° According to 
Representative Hamilton Fish, Sr. (R-NY), securities affiliates of 
commercial banks were “largely” responsible for “the mass overproduction 
of stocks, bonds, and other securities,’ which financed “a mass 
overproduction of factories, commodities, real estate, and everything else— 
an enormous inflation that sooner or later had to crash.”?° 

Supporters of the Glass bill contended that securities affiliates of 
commercial banks created toxic conflicts of interest, which destroyed the 
ability of banks to serve as prudent, objective lenders or as impartial 
investment advisers. The Pecora hearings revealed that universal banks 
could “take bad loans, repackage them as bonds, and fob them off on 
investors, as National City had done with Latin American loans. [Universal 
banks] could even lend investors the money to buy the bonds.”?! 

Senator Robert Bulkley (D-OH) and others emphasized that conflicts of 
interest at universal banks created powerful incentives (1) to make risky 
loans and capital investments to support their securities affiliates; (2) to buy 
unsound securities for their own accounts, or the accounts of their 
customers, to ensure the success of offerings made by their affiliates; (3) to 
provide loans to customers who purchased securities underwritten by their 
affiliates; and (4) to target their depositors and trust customers as potential 
buyers for securities underwritten by their affiliates. Securities affiliates 
also carried out aggressive trading operations to boost the stock prices of 
their affiliated banks.°7 

Bulkley pointed out that securities affiliates of universal banks had “large 
fixed investments,” as they established far-flung branch office networks, 


expensive marketing programs, and substantial sales forces to be “efficient” 
in selling securities. Securities affiliates were therefore eager to recoup their 
“fixed expenses” by underwriting speculative securities for lucrative fees. 
In Bulkley’s view, securities affiliates had strong incentives to recommend 
and sell risky securities that were not suitable for many customers. Bulkley 
asked: 


Can any banker ... be a fair and impartial judge as to the necessity and soundness for a new 
security issue which he knows he can readily distribute through channels which have been 
expensive to develop but which presently stand ready to absorb the proposed security issue and 


yield a handsome profit on the transaction?” 


Bulkley concluded that banks could not provide objective investment 
advice to their depositors and other customers unless they had “nothing to 
sell” to their clients.°* Representative Kopplemann agreed that “in banking, 
as elsewhere, no man can serve two masters.” Bankers could not “judge 
impartially” the quality of securities when they acted as “promoters and 
sellers of these securities.” Kopplemann stated that, under the Glass bill, 
banking could become “an honored profession,” as bankers would be 
“public servants charged with a sacred responsibility to administer the funds 
entrusted to them for the benefit of their depositors and not for the gain of 
themselves.” Kopplemann’s colleagues in the House of Representatives 


applauded his remarks.?° 


The Glass bill bogged down during Congress’s lame-duck session, due to 
heated debates over Glass’ proposal to expand the branching powers of 
national banks, which Glass believed would encourage the creation of 
larger and more geographically diversified banks. The McFadden Act of 
1927 allowed national banks to open branches only within their home cities, 
and only if state law allowed equivalent branching rights for state banks.?° 
Glass’ original bill would have allowed each national bank to establish 
branches anywhere in its home state, and also in other states up to 50 miles 
from its main office, regardless of state-law restrictions. Defenders of 
community banks and state-chartered banks attacked Glass’ branching 
proposal, claiming that it would destroy smaller banks and permit large 


banks to dominate America’s financial system.” 


Senator Huey Long (D-LA) launched a ten-day filibuster against the 
Glass bill in January 1933. To end Long’s filibuster, Glass accepted a 
compromise provision on branching that allowed national banks to establish 
branches only in their home states and only to the extent that state laws 
expressly allowed state banks to open branches. That compromise created 
the potential for statewide branching by national banks, but it also 
prevented interstate branching and preserved each state’s ability to 
determine the extent of branching within its borders.%° 

Deposit insurance presented a second major hurdle for the Glass bill. In 
May 1932, the House of Representatives passed a deposit guarantee bill 
sponsored by Steagall. Steagall’s bill would have established a mutual 
guarantee program covering deposits held by regulated banks. Steagall’s 
deposit guarantee plan attracted widespread public support as the U.S. 
banking system collapsed in late 1932 and early 1933.9? 

Steagall and his supporters argued that businesses and consumers would 
never bring back funds they had withdrawn from the banking system 
without a strong deposit guarantee. If such a return of deposits did not 
occur, banks could not provide the credit needed for economic recovery. 
Glass, Roosevelt, and most large banks strongly opposed Steagall’s deposit 
guarantee plan, arguing that it would give an undesirable subsidy to weaker 
banks. Glass offered a much more limited proposal for a federal 
“liquidating corporation,” which would use funds contributed by Federal 
Reserve Banks and Fed member banks to offer partial reimbursements for 
losses suffered by depositors in closed banks. Glass’ proposal would not 
have applied to open banks, and it therefore would not have helped 
vulnerable banks to survive.!°° 

Public demands for deposit insurance proved to be irresistible, and Glass 
was again forced to compromise. The Glass-Steagall Act established a new 
federal deposit insurance program on January 1, 1934, administered by the 
FDIC. The new program was funded at first by contributions from Federal 
Reserve Banks and Fed member banks and later by premiums paid by 
banks that became members of the FDIC. The program provided only 
partial protection for deposits, instead of the full guarantee proposed by 
Steagall. 

The new deposit insurance program also included substantial federal 
oversight. National and state member banks were admitted to the program 
only if they were certified as sound by the Treasury Secretary. State 


nonmember banks were admitted only if they were certified as sound by 
State regulators, and those banks were thereafter subject to examination and 
supervision by the FDIC.!°! 

Glass’ compromises on limited statewide branching and partial deposit 
insurance (with federal oversight) paved the way for final agreement on the 
Glass-Steagall Act. The final terms of the act represented a series of trade- 
offs between members of Congress like Glass, who favored larger banks 
and wanted to establish a more uniform, federalized system of bank 
regulation, and members of Congress like Steagall, who supported smaller, 
local banks and wanted to preserve a decentralized banking system with a 
significant regulatory role for the states.!°7 


By the time House and Senate leaders reached final compromises on 
branching and deposit insurance, resistance to the separation of commercial 
banks from the securities markets had weakened considerably. On March 7, 
1933, James Perkins announced that National City Bank’s board of 
directors had approved a “policy of working toward the divorcement of the 
bank and its securities affiliate.” Perkins had become chairman of National 
City the previous week, replacing the disgraced Charles Mitchell. Perkins 
was a personal friend of President Roosevelt, and he met with Roosevelt on 
March 6 to discuss National City’s plan to divest its securities affiliate.‘° 

On March 8, Winthrop Aldrich, chairman of Chase National Bank, 
“heartily commend|[ed] the action of the National City Bank,” and he stated 
that Chase would also divest its securities affiliate. In Aldrich’s view, events 
during the previous decade had demonstrated that “intimate connection 
between commercial banking and investment banking almost inevitably 
leads to abuses.” 14 

Aldrich emphasized that getting rid of securities affiliates would not be 
sufficient to separate the banking industry from the securities markets. He 
called for a prohibition on deposit-taking by securities dealers and all other 
firms that were not regulated as banks. Aldrich also declared that the “spirit 
of speculation must be eradicated from the management of commercial 
banks.” He therefore proposed that deposit-taking banks should be barred 
from sharing any officers or directors with securities dealers.!°° Aldrich’s 
plan represented a complete repudiation of the policies followed by his 


predecessor, Albert Wiggin. When Wiggin retired as Chase’s chairman in 
January 1933, he stated that any effort to abolish bank securities affiliates 
would be “very ill-advised.”!°° 

The decisions by National City and Chase to divest their securities 
affiliates gave a significant boost to Glass’ proposal to separate commercial 
banks from the securities markets. National City’s and Chase’s 
announcements followed the examples of several other large banks, which 
had already closed their securities affiliates after suffering large losses 
during the Depression. The public’s angry response to the Senate hearings 
on National City and J. P. Morgan & Co. provided further momentum for 
Glass’ plan.!°” 

A few large financial institutions continued to oppose separation. On 
March 9, 1933—the day after Aldrich’s public statement—William Potter, 
president of Guaranty Trust Co., denounced proposals to separate banks 
from securities dealers as “drastic” and “destructive.” Potter said that 
Guaranty Trust intended to retain its securities affiliate, and he added, “My 
conscience is easy.” 18 

Guaranty Trust’s board of directors included two partners from J. P. 
Morgan & Co.—Thomas Lamont and George Whitney—and the Morgan 
firm strenuously opposed the Glass bill. Russell Leffingwell, a prominent 
Democrat who served as Assistant Secretary of the Treasury under 
President Wilson, was the House of Morgan’s principal emissary to 
Franklin Roosevelt. In 1932, Leffingwell wrote a personal letter to 
Roosevelt, arguing that “we cannot cure the present deflation and 
depression” by adopting the “prohibition and regulation stuff” proposed by 
Glass. Roosevelt rebuffed Leffingwell’s argument, adding, “I wish we could 
get from the bankers themselves an admission that in the 1927 to 1929 
period there were grave abuses.” Roosevelt stated that Glass’ reforms 
would benefit the banking industry by preventing a “recurrence” of the 
abusive practices of the 1920s. After taking office in March 1933, 
Roosevelt similarly rejected Thomas Lamont’s advice that the new 
administration should “avoid drastic measures” in responding to the 
banking crisis.129 

A final attempt to weaken the Glass-Steagall Act occurred during the 
Senate’s debates on the legislation in May 1933. Senator Millard Tydings 
(D-MD) introduced an amendment that would have exempted private 
partnerships engaged in securities activities from the prohibition against 


deposit-taking by nonbanks contained in Section 21 of the statute. Tydings 
argued that “private investment houses of the better class’—including his 
constituent Alexander Brown & Sons of Baltimore—performed an 
important public service in “financing private businesses ... on long-term 
paper.” Tydings contended that without his amendment, the Glass bill 
would reduce the availability of credit by undermining “the usefulness of 
bona fide, finely run ... private institutions.” 1° 

Senators Bulkley and Glass strongly opposed the Tydings amendment. 
Bulkley declared that an “absolute prohibition” on deposit-taking by 
securities firms was necessary “to separate investment from commercial 
banking” and, therefore, was “vital to the principles” of the Glass-Steagall 
Act. Glass agreed that Section 21’s prohibition was a “vital provision” 
because it would “confine to their proper business activities these large 
private concerns” and “deny them the right to conduct the deposit bank 
business.” Glass reminded the Senate that private investment banks had 
“unloaded millions of dollars of worthless investment securities upon the 
banks of this country.” He also pointed out that Section 21’s prohibition on 
deposit-taking would not prevent “large investment houses” from providing 
longer-term financing for businesses in the same way that merchant banks 
did in England.!"' Glass noted that officials at Chase National Bank’s 
securities affiliate were already planning to reorganize the affiliate as an 
independent securities firm. The Senate voted down the ‘Tydings 
amendment after Bulkley and Glass completed their remarks.!!¢ 

The House and Senate passed the Glass-Steagall Act on June 13, 1933. 
Large banks “launched a vigorous campaign” to persuade President 
Roosevelt to veto the legislation. However, Roosevelt signed the act into 
law on June 16, and he called it the most important federal banking 


legislation since the Federal Reserve Act.!!° 


The Glass-Steagall Act sought to prevent a recurrence of the Great 
Depression by establishing a strict separation between commercial banks 
and the securities markets. Sections 5(c) and 16 of the act—which still 
remain in force—prohibit commercial banks from underwriting or trading 
in securities except for limited types of “bank-eligible” securities (including 
U.S. government securities and state and local government bonds) that are 


lawful for underwriting or purchase by national banks.''* Sections 20 and 
32—which Congress repealed in 1999—barred commercial banks from 
affiliating with firms that were “engaged principally” in underwriting or 
trading in securities, and from sharing directors, officers, or employees with 
such firms.!!° 

Section 21—the provision targeted by Senator Tydings—also remains in 
force and prohibits securities firms and other nonbanks from accepting 
“deposits.” Section 21’s prohibition applies to all “deposits subject to check 
or to repayment upon presentation of a passbook, certificate of deposit, or 
other evidence of debt, or upon request of the depositor.”!!© The literal 
terms of Section 21 are broad enough to embrace all short-term debt 
instruments that are payable by the borrower on demand by the creditor. 

The Glass-Steagall Act was designed to prevent the federal government 
from being compelled “to protect speculators to save depositors.” The 
nationwide banking panic of early 1933 had forced the Fed and the RFC “to 
stand behind both depositors and speculators” by providing emergency 
short-term loans and capital infusions to universal banks that controlled 
securities affiliates. The Glass-Steagall Act instituted federal deposit 
insurance to support “conservative loan-and-deposit banking.” After the 
Great Depression, “nobody wanted to insure securities affiliates of 
banks.”!!7 

Supporters of the Glass-Steagall Act contended that money center banks 
encouraged the stock market bubble of the late 1920s by paying high 
interest rates to attract deposits from smaller rural banks and by investing 
those deposits in margin loans to speculators and call loans to brokers. 
Accordingly, Section 11(b) of the Glass-Steagall Act barred commercial 
banks from paying interest on demand deposits and instructed the Fed to 
issue regulations limiting interest rates payable on time deposits. Glass 
stated that Section 11(b) would prevent money center banks from offering 
high interest rates to attract deposits from smaller banks, thereby decreasing 
the flow of correspondent banking deposits into margin loans and other 
loans collateralized by securities." 

Glass also explained that Section 11(b) would empower the Fed to “put a 
stop to the competition between banks” that caused many banks to pay 
“excessive interest on time deposits.” Glass believed that interest rate 
competition during the 1920s had produced destructive consequences by 


increasing the cost of time deposits and pressuring banks to take excessive 
risks by investing those deposits in higher-yielding and riskier loans and 
securities. !!9 

Section 11(a) of the Glass-Steagall Act prohibited Fed member banks 
from acting as “the medium or agent” for investments by nonbank firms or 
individuals in margin loans made by securities brokers and dealers. Section 
11(a) was designed to prevent banks from promoting another massive influx 
of funds from nonbank investors into call loans and margin loans, similar to 
the one that occurred during the stock market bubble of 1928—29.!*° The 
restrictions imposed by Sections 11(a) and (b) contributed to a significant 
decline in deposits held by smaller banks at money center banks, as well as 
a substantial reduction in broker call loans and other bank loans 
collateralized by securities.!*! 

The Glass-Steagall Act also tried to prevent the Fed from providing 
credit to support speculative activities related to securities, commodities, 
and real estate. Glass claimed that the New York Fed encouraged the 
unsustainable boom of the 1920s by providing excessive credit to large 
money center banks on liberal terms, thereby enabling those banks to 
finance hazardous securities and real estate ventures. To stop the Fed from 
financing a future boom, Section 3(a) of the statute instructed the Federal 
Reserve Board to bar Federal Reserve Banks from providing loans to 
member banks that made “undue use” of Fed credit for “the speculative 
carrying of or trading in securities, real estate, or commodities.” Section 9 
called for immediate repayment of Fed loans if member banks used those 
loans to increase their securities lending or investing activities after the Fed 
warned them not to do so.!24 

Congress believed that the restrictions imposed on the Fed’s lending 
policies by Sections 3(a) and 9 were of great importance. However, the Fed 
“rarely” applied those mandates after 1933.!*° It does not appear that the 
Fed paid any attention to the restrictions in Sections 3(a) and 9 when it 
provided massive loans to prop up large universal banks and securities 
firms during the financial crisis of 2007—09.'** 


The Senate’s investigation of abusive practices on Wall Street continued for 
another year after Congress passed the Glass-Steagall Act. The next subject 


of Ferdinand Pecora’s inquiry was Dillon, Read & Co., a leading New York 
private investment bank that underwrote $4 billion of securities during the 
1920s. Pecora showed that Dillon, Read engaged in “many of the same 
abuses, violations of fiduciary trust, and selfish profit-seeking that [the] 
subcommittee had brought to light when Pecora interrogated Mitchell of the 
National City Co.” Like National City, Dillon, Read marketed risky Latin 
American bonds to American investors based on misleading prospectuses, 
and most of those bonds defaulted during the early 1930s.!7° 

Dillon, Read also sponsored two large investment trusts, the United 
States & Foreign Securities Corp. and its subsidiary, the United States & 
International Securities Corp. Dillon, Read made an initial investment of 
$5.1 million in those trusts and exercised complete control over them. 
Dillon, Read sold $75 million of shares in the trusts to public investors, and 
it extracted more than $40 million of profits from the trusts prior to the 
crash of October 1929, while public investors received much smaller 
distributions. Investors who retained their shares after the crash suffered 
large losses. 

Pecora and members of the Senate subcommittee challenged Clarence 
Dillon about the hugely disproportionate investment returns that he and his 
partners received from the trusts. Dillon replied, “We could have taken 
100%. We could have taken all that profit.” Senator Ava Adams (D-CO) 
responded to Dillon’s statement by commenting, “Do you remember what 
Lord Clive said? ‘When I consider my opportunities, I marvel at my 
moderation.’ ”!7® 

After finishing with Dillon, Read, Pecora conducted an extensive 
investigation of Chase National Bank and its securities affiliate, Chase 
Securities Corporation. Pecora’s inquest produced “a shocking disclosure of 
low standards in high places,” including “most of the characteristic evils 
which beset the National City organization.”!*’ Pecora showed that Chase 
used offering prospectuses containing false and misleading statements to 
market high-risk bonds for the Cuban government, the builders of a 
highway tunnel project between Detroit and Windsor, Canada, and the 
developers of a New York City office building. All of those bonds defaulted 
by 1933.18 

Chase also organized trading pools that conducted large-scale trading 
operations in the bank’s stock as well as the stocks of numerous clients. 
Pecora alleged that Chase’s trading pools had no relationship to any “proper 


functions of the Chase National Bank or any other bank. They were simply 
raiding expeditions on the market in the spirit of the times.” !7° 

Chase paid its chairman, Albert Wiggin, $1.3 million in salary and 
bonuses between 1928 and 1932. Wiggin obtained hundreds of thousands of 
dollars in additional fees by serving as a director of fifty-nine companies, 
including many of Chase’s banking clients. Chase did not require Wiggin to 
return any of his bonuses, even though the bank and its securities affiliate 
suffered more than $330 million of losses during the Great Depression. 
Chase awarded Wiggin a lifetime pension of $100,000 per year when he 
retired in December 1932.'°° 

Pecora destroyed Wiggin’s reputation by revealing that Wiggin engaged 
in massive self-dealing that enriched him and his family at Chase’s expense. 
Wiggin organized three family corporations to participate in Chase’s trading 
pools for the bank’s stock and client stocks. Wiggin’s family corporations 
provided jobs, trading profits, and loans to senior Chase officials, thereby 
ensuring their acquiescence in Wiggin’s self-dealing. Wiggin’s family 
corporations skimmed off more than $12 million of profits from Chase’s 
trading pools between 1928 and 1930, including more than $10 million 
from trading in Chase National Bank’s stock. During the same period, 
Chase Securities Corporation earned profits of less than $160,000 from 
trading in the bank’s stock. Wiggin avoided federal taxes on most of his 
family’s trading profits by transferring those profits to family-owned 
Canadian corporations. The Canadian corporations offset those profits 
against subsequent investment losses.!°! 

Under questioning by Pecora, Wiggin admitted that his family 
corporations had earned $4 million of their trading profits by selling short 
more than 42,000 shares of Chase National Bank stock between September 
and December 1929. Wiggin did not inform Chase’s board of directors that 
his family corporations were making large short sales of the bank’s stock. 
Many of those short sales occurred while Chase’s securities affiliate was 
actively buying the bank’s stock for the purpose of “stabilizing” its stock 
price during and after the October crash. Wiggin arranged for the bank to 
lend $8 million to his family corporations, which they used to finance their 
purchases of the bank’s stock to cover their short positions. The New York 
Herald Tribune reported that “more than one of Mr. Wiggin’s answers left 
Mr. Pecora and members of the committee momentarily speechless.” 
Pecora’s revelations of Wiggin’s shocking conflicts of interest and brazen 


self-dealing caused a “storm of popular disapproval,” and “Mr. Wiggin felt 
constrained to renounce [his] pension.” !°4 

Pecora’s inquests of Dillon, Read and Chase during the autumn of 1933 
produced a second wave of public anger against money center banks and 
Wall Street securities firms. By reinforcing the public’s condemnation of 
Wall Street practices, the Senate’s investigation of Dillon, Read and Chase 
blunted the securities industry’s aggressive campaign to repeal the 
Securities Act of 1933 and defeat the proposed Securities Exchange Act of 
1934. Securities firms and their supporters argued that both statutes would 
destroy the ability of U.S. financial markets to provide the equity capital 
and long-term credit needed by business firms. Wall Street’s determined 
and well-funded campaign forced the Roosevelt administration to make 
concessions that weakened both statutes. 

Even so, the Securities Act and the Securities Exchange Act—as, 
respectively, amended and enacted in June 1934—-granted broad regulatory 
authority to the newly established Securities and Exchange Commission 
over public offerings of securities, disclosures by publicly traded 
companies, and the activities of securities brokers, dealers, and exchanges. 
Without the Pecora hearings, it is very doubtful whether the Glass-Steagall 
Act, the Securities Act, and the Securities Exchange Act would have been 


enacted at all, or would have been nearly as effective and enduring.!** 


The Glass-Steagall Act encountered its first serious challenge in 1935. That 
challenge came, ironically, from Carter Glass, with the eager support of J. P. 
Morgan & Co. Glass had a long and cordial relationship with the House of 
Morgan, due to his close friendships with Thomas Lamont, Russell 
Leffingwell, and S. Parker Gilbert. As Treasury Secretary, Glass persuaded 
President Wilson to include Lamont in the U.S. delegation to the Paris 
Peace Conference in 1919. Leffingwell and Gilbert served as senior 
deputies and close advisers to Glass during his tenure as Treasury Secretary 
between 1918 and 1920. Glass publicly criticized Ferdinand Pecora’s 
adversarial questioning of the House of Morgan’s partners during the Senate 
subcommittee hearings in May 1933.!°4 

In 1935, Glass charged that securities firms were not underwriting 
enough new bond offerings for industrial firms. Glass may have been 


influenced by the “bankers’ strike” of late 1933 and early 1934, when 
securities firms reportedly abstained from underwriting new bond offerings 
for the purpose of discrediting the Securities Act of 1933 and undermining 
support for the proposed Securities Exchange Act of 1934.!°° Glass 
persuaded the Senate Banking Committee to include an amendment to the 
Glass-Steagall Act in its version of the Banking Act of 1935. Glass’ 
proposed amendment would have allowed Fed member banks to reenter the 
securities business to a limited extent by underwriting “marketable” 
corporate bonds for sale to securities brokers and dealers (but not to banks 
or retail customers). Under Glass’ amendment, the OCC would have 
supervised the bond underwriting activities of member banks.!*° 

J. P. Morgan & Co. lobbied aggressively in favor of Glass’ amendment. 
The amendment would have preserved a large portion of the House of 
Morgan’s securities underwriting business, thereby avoiding the need to 
break up the firm. In addition, Russell Leffingwell urged President 
Roosevelt to endorse the House of Morgan’s efforts to secure repeals of 
both the Securities Act of 1933 and the Glass-Steagall Act. Leffingwell 
claimed that both statutes impaired the ability of American companies to 
raise funds in the capital markets. However, Roosevelt firmly rebuffed 
Leffingwell’s request.!°” 

Roosevelt also wrote to Glass to express his strong opposition to Glass’ 
amendment. Roosevelt told Glass, “I have seen more rotten practices 
among banks in New York City than you have. Regulations and penalties 
will not stop them if they want to resume speculation.” Roosevelt added 
that “if you had my experience ... you would know that the old abuses 
would come back if underwriting were restored in any shape, manner or 
foun" 

Senator Robert La Follette, Jr. (R-WI)—whose father ran for President as 
the Progressive Party’s candidate in 1924—vigorously opposed Glass’ 
amendment during the Senate debates on the Banking Act of 1935. La 
Follette warned that Glass’ amendment represented “the nose of the camel 
under the tent” as well as “a first step in the backward track toward the 
conditions which prevailed” in the securities markets during the 1920s. La 
Follette reminded the Senate that “the underwriting and the sale of 
securities by commercial banks” in the 1920s “served to wipe out the 
reserves and the savings of a lifetime which millions of people in this 
country had accumulated.” In La Follette’s view, the “whole experience of 


the investing public and of the people of the United States during the boom 
period and the depression proves that [Glass’] proposal is loaded with 
dynamite as far as the investing public is concerned.”!°9 

La Follette argued that two years of experience under the Glass-Steagall 
Act did not provide an adequate test of the wisdom of separating 
commercial banks from the securities markets. According to La Follette, 
there was no evidence showing that securities firms were failing to 
underwrite bonds for creditworthy industrial firms. La Follette said many 
industrial firms did not want to sell bonds because they did not have enough 
business to justify expanding their plants and buying new equipment. !7° 

La Follette warned that the OCC could not be trusted to establish strict 
standards for bond underwriting by banks, especially since the OCC tried to 
insert a provision in Glass’ amendment that would have insulated banks 
from any liability for underwriting bonds. Senator Arthur Vandenberg (R- 
MI) joined La Follette in opposing Glass’ amendment. Vandenberg stated 
that the Senate Banking Committee’s “attempt to surround this limited 
[underwriting] privilege with boundaries and safety zones and regulations is 
a confession of the fact that the committee itself believes it is a very 
dangerous field to invade.” !+! 

The Senate rejected La Follette’s motion to strike Glass’ amendment 
from the Senate’s version of the Banking Act of 1935. However, the House 
bill did not include a similar provision, and Glass’ amendment became the 
subject of further debate by the House-Senate conference committee. The 
House conferees (led by Henry Steagall) and the Roosevelt administration 
insisted on removing Glass’ amendment from the legislation, and the Senate 
conferees (led by Glass) acquiesced. Steagall received applause from his 
House colleagues when he told them that the conference committee had 
removed Glass’ amendment from the final version of the Banking Act of 


1935. 144 


The defeat of Glass’ proposed amendment ensured the long-term survival 
of the Glass-Steagall Act. J. P. Morgan & Co. broke itself into two separate 
firms, with the House of Morgan retaining its status as a deposit-taking 
bank. Three Morgan partners left the firm and established a new 
partnership, Morgan Stanley & Co., to conduct a securities business “of the 


character formerly handled” by the old J. P. Morgan & Co.'*? New 
securities firms also emerged from affiliates that were spun off by 
commercial banks, including The First Boston Corporation and Brown, 
Harriman & Co. Several other private investment banks, including Kuhn, 
Loeb & Co. and Lehman Brothers, gave up their deposit-taking activities 
and became securities firms.!*4 

Markets for corporate securities made an unsteady recovery as the 
country slowly pulled out of the Great Depression. The volume of new 
issues of U.S. corporate securities rose from $380 million in 1933 to $4.6 
billion in 1936. However, new corporate issues dropped by more than half 
during the severe recession of 1937-38. Only $2.7 billion of new corporate 
securities were issued in 1940, compared with $9.4 billion in 1929. Most 
corporate securities issued after the Depression were bond offerings by 
large, established corporations with strong financial records. Public 
offerings of corporate stock almost disappeared, and very few bonds were 
issued by newly established firms and smaller companies. Issues of new 
corporate securities did not surpass their 1929 peak until 1952.!*° 

Carter Glass criticized securities firms for excessive risk aversion in 
1935, but banks behaved in a similar way. Bank deposits grew steadily after 
1933 and reached $59.5 billion in 1937, surpassing their 1929 level. 
However, lending by banks remained severely depressed. Bank loans 
dropped from $41.9 billion in 1929 to $22.3 billion in 1933 and remained at 
that very low level through 1940. Bank loans did not exceed their 1929 
level until 1948.!4° 

During the 1930s, banks shifted much of their assets from loans to U.S. 
government securities, cash, and other highly liquid financial instruments. 
National City Bank chairman James Perkins told shareholders in December 
1933 that “in these times the obligation of a commercial bank to its 
depositors, customers and shareholders is to pursue a conservative policy, 
maintain an adequate degree of liquidity, reduce expenses, and increase 
reserves.” At the end of 1935, National City invested almost 60% of its 
deposits in government securities and discretionary (excess) reserves, up 
from 40% two years earlier.!*” Most banks held reserves far in excess of the 
Fed’s required levels because “the past decade had given the banks little 


confidence that the Fed would act as a [strong] lender of last resort.”!° 


The establishment of federal deposit insurance and the RFC’s capital 
assistance program stabilized the banking industry but did not convince 
banks to adopt more liberal credit policies. Banks continued to hold excess 
reserves, and they extended credit only to well-established business firms 
and affluent individuals. In a speech to New York bankers in February 
1934, RFC chairman Jesse Jones declared, “The common cry everywhere is 
that banks are not lending. We get it on every side.”!*? 

Despite appeals from Jones and other Roosevelt administration officials, 
most banks refused to provide credit to borrowers with less than sterling 
credit histories. Banks defended their low levels of lending by arguing that 
strong borrowers did not want new loans. Many businesses focused on 
maintaining high levels of capital and liquidity, and they did not want to 
take on the risk of incurring more debt. In March 1934, Perkins told a 
colleague, “It is almost impossible to lend money to anybody from whom 
you have a reasonable chance of getting it back.” !°° 

Congress passed legislation in June 1934 to increase the availability of 
credit for business firms. That legislation authorized the Fed and RFC to 
provide loans directly to businesses. However, the Fed and RFC disbursed 
less than half of their authorized loans by the end of 1937. Jones and other 
federal officials were surprised by the lack of strong demand for 
government loans from creditworthy firms.'°! 

The disappointing results of the 1934 lending programs mirrored the 
Fed’s dismal record under Section 13(3) of the Federal Reserve Act. 
Section 13(3), enacted in July 1932, empowered the Fed to extend credit 
directly to nonbank firms in “unusual and exigent circumstances” when 
those firms could not obtain bank loans. The Fed provided only $1.5 
million of credit to companies under Section 13(3) between 1932 and 
1936.19? 

The severe recession of 1937-38 intensified the conservatism of banks 
and borrowers in the same way that it increased the risk aversion of 
securities issuers and underwriters. The recession reinforced the Great 
Depression’s painful lessons about the hazards of borrowing and investing. 
Risk aversion played an important role in delaying the nation’s economic 
recovery during the late 1930s.'°? In his monthly letter to National City’s 
shareholders in May 1938, Perkins stated that National City Bank would 
avoid “excessive risk” by making only “loans of good quality and ... high- 


grade investments.” Perkins also reported that National City had achieved 
only “small success” in finding “good borrowers” for “good loans.”!°* 

The U.S. economy created seven million new jobs between 1933 and 
1940, but eight million people (14.6% of the workforce) remained 
unemployed in 1940. Real (inflation-adjusted) GDP did not surpass its 1929 
level until 1941, a year after the Roosevelt administration significantly 
increased federal defense spending to prepare for war. Per capita 
consumption did not equal its pre-Depression level until 1942. Thus, the 
U.S. economy did not fully emerge from the Depression until the Roosevelt 
administration substantially boosted spending on military preparedness 
during 1940 and 1941.!°° 

The Great Depression’s devastating effects on confidence within 
financial markets, the business community, and the household sector greatly 
hindered U.S. economic recovery during the 1930s. The Great Depression 
—like the financial crisis of 2007—09—-severely disrupted markets for loans 
and investments, bankrupted many business firms and households, and 
produced much higher levels of risk aversion among creditors, borrowers, 
investors, and consumers. Consequently, both crises were followed by weak 


and protracted economic recoveries. °° 


During the 1980s and 1990s, several leading economists argued that 
Congress was mistaken in believing that securities affiliates of commercial 
banks played a significant role in causing the Great Depression. In 1990, 
George Benston published a book-length attack on the Glass-Steagall Act. 
He contended that “the evidence from the pre-Glass-Steagall period is 
totally inconsistent with the belief that banks’ securities activities or 
investments caused them to fail or caused the financial system to collapse.” 
He also argued that “the record does not support the belief that the pre- 
Glass-Steagall period was one of abuses and conflicts of interest on the part 
of banks involved with securities transactions, either directly or through 
affiliates.”!°’ This book reaches diametrically opposed conclusions on both 
points, based on my review of much of the same evidence that Benston 
considered as well as additional materials published since 1990. 

A 1986 study by Eugene White concluded that national banks with 
securities affiliates or bond departments were more likely to survive the 


Depression, compared with national banks that did not have such securities 
units. However, as White recognized, most banks with securities affiliates 
or bond departments were “far larger than average.” White’s study did not 
control for the positive effects of larger size on bank survival. As shown in 
Chapter 5 and this chapter, large troubled banks (including leading 
universal banks) received much greater financial support from the RFC, the 
Fed, and other large banks, compared with struggling small banks. 
Therefore, White’s results should not be viewed as conclusive. In addition, 
White did not consider the systemic and highly adverse effects of failures 
involving large banking organizations with securities affiliates, such as 
Caldwell and Company, Bank of United States, and the two largest Detroit 


banks. !°8 

Four economic studies published during the 1990s found that domestic 
and foreign bonds underwritten by securities affiliates of commercial banks 
generally performed as well or better than comparable bonds underwritten 
by private investment banks. Those studies also determined that J. P. 
Morgan & Co. and Kuhn, Loeb & Co.—the two most prestigious private 
investment banks—recorded the best performance among all bond 
underwriters. In contrast, bonds underwritten by the securities affiliates of 
National City Bank and Chase National Bank had default records that were 
much worse than the House of Morgan and Kuhn, Loeb, and also worse 
than other commercial bank affiliates and some investment banks. Thus, the 
two commercial banks that operated the largest securities affiliates 
produced below-average performance records and appropriately received 
intense scrutiny during the Pecora hearings.!°9 

In contrast to those four studies, Congress did not consider the 
comparative underwriting performance of commercial bank affiliates and 
private investment banks when it debated and passed the Glass-Steagall 
Act. Congress did not make such a comparison because it would not have 
been relevant to the primary policy goals of the Glass-Steagall Act. The 
statute reflected Congress’s judgment that the banking industry should be 
strictly separated from the securities markets to keep both banks and 
nonbanks from using deposits as a funding source for speculation in 
securities. Congress also concluded that universal banks had powerful 
incentives to make unsound loans to support their securities operations, 
thereby increasing the production of risky loans as well as the likelihood of 
destructive credit booms and busts. 


Congress further determined that the involvement of commercial banks 
in securities activities (1) produced competitive pressures that encouraged 
both banks and securities firms to underwrite and sell hazardous, high-risk 
securities to unsophisticated, poorly informed investors, and (2) created 
pervasive conflicts of interest that destroyed the ability of banks to act as 
objective lenders and impartial providers of investment advice. Finally, 
Congress wanted to promote greater economic and financial stability by 
establishing strong structural safeguards that would prevent contagious 
spillovers of risk between the banking system and the capital markets. Thus, 
Congress almost certainly would have adopted the Glass-Steagall Act even 
if it believed that securities affiliates of commercial banks had much better 


underwriting records during the 1920s—which they did not.!° 


Resurgence, Part I 


Federal Agencies and Courts Opened Loopholes in the Glass- 
Steagall Act During the 1980s and 1990s 


The Glass-Steagall Act of 1933 contained five major provisions, which 
were designed to establish a more stable financial system and prevent a 
recurrence of the Great Depression. First, the statute prohibited banks from 
engaging in securities activities and confined banks to their traditional 
business of accepting deposits, providing payments services (including 
clearing checks and handling foreign exchange), making loans, providing 
fiduciary services, and investing in government securities. Second, the 
statute barred nonbanks from accepting deposits, thereby preventing 
nonbanks from engaging in the banking business. 

Third, Glass-Steagall established a new program of federal deposit 
insurance to reduce the risk of depositor runs on banks. Fourth, the statute 
stopped destructive interest rate competition between banks by (a) 
prohibiting the payment of interest on demand deposits (checking accounts) 
and (b) directing the Fed to impose maximum limits on interest rates paid 
on time deposits (including certificates of deposit and savings accounts)—a 
mandate that the Fed implemented by adopting Regulation Q. Finally, 
Glass-Steagall limited the growth of large banks by maintaining the existing 
ban on interstate branching and by allowing each state to determine the 
degree to which local banks could open branches within its borders.! 

In 1956, Congress passed the Bank Holding Company Act (BHC Act), 
which reinforced Glass-Steagall’s policy of maintaining separate and 
decentralized financial markets. The BHC Act required the Fed to approve 
proposed acquisitions of banks by bank holding companies, and it 
authorized the Fed to supervise bank holding companies and regulate their 
nonbanking activities.* The BHC Act also prohibited bank holding 
companies from affiliating with securities firms, insurance companies, and 
commercial enterprises.° 

Congress passed the BHC Act in response to the rapid growth and 
diversification of Transamerica and other large bank holding companies 


after World War II. In 1956, Transamerica controlled banks in ten states, as 
well as insurance companies and commercial enterprises engaged in oil and 
gas development, fish canning, production of frozen foods, and 
manufacturing.* The Fed strongly opposed Transamerica’s joint control of 
banks, insurance companies, and commercial firms. The Fed urged 
Congress to pass legislation that would limit the growth of bank holding 
companies and empower the Fed to regulate their activities.° 

Section 3(d) of the BHC Act (popularly known as the Douglas 
Amendment) prohibited bank holding companies from acquiring banks 
across state lines unless such acquisitions were specifically authorized by 
the laws of the states where the acquired banks were located. The Douglas 
Amendment was designed to stop the spread of multistate bank holding 
companies, and it effectively blocked interstate banking until the late 
1970s.° 

Section 4 of the BHC Act allowed bank holding companies, with the 
Fed’s permission, to own nonbank subsidiaries engaged in activities that 
were “closely related” to banking. The “closely related” standard prevented 
bank holding companies from owning subsidiaries involved in securities or 
insurance activities. Section 4 also prohibited bank holding companies from 
controlling, or being controlled by, commercial or industrial firms. Thus, 
the BHC Act reinforced the prudential structural barriers of the Glass- 
Steagall Act by separating bank holding companies from enterprises 
engaged in securities, insurance, commercial, or industrial activities.’ After 
Congress passed the BHC Act, Transamerica decided to retain ownership of 
its commercial and insurance operations, and it therefore divested all of its 
banks.® 


The Glass-Steagall Act and the BHC Act established a financial system 
consisting of three separate, independent, and culturally distinct sectors. 
Under that system, (1) “banks accepted deposits and extended loans to 
businesses and consumers,” (2) “securities firms accessed ‘at risk’ funds of 
long-term investors to meet the capital needs of commercial and industrial 
firms,” and (3) “the insurance industry collected premiums to underwrite 
business and individual risks, allocating the funds received to the capital 


markets.”? The segmented U.S. financial system ensured that regulated 


depository institutions were the primary repositories for household savings 
and short-term funds held by business firms, while securities firms relied on 
longer-term commitments of invested funds, and insurance companies 
depended on longer-term streams of premium income. The post—New Deal 
system of separate financial sectors “generally prospered well into the 
1970s.” No major financial crisis occurred during that period.!° 

During the 1960s and 1970s, federal courts defended the post-New Deal 
financial system and struck down attempts by federal bank regulators to 
undermine that system’s structural boundaries. The courts overruled 
attempts by the Office of the Comptroller of the Currency (OCC) to expand 
the securities and insurance powers of national banks between 1961 and 
1966.'! The courts and Congress also prevented the Fed from expanding the 
permissible scope of insurance activities for bank holding companies during 
the 1970s and early 1980s. !4 

Glass-Steagall and the BHC Act helped to maintain a “golden age of 
financial stability ... [bJetween the end of World War II and the 1970s.”!° 
The profitability of the banking industry increased from 1950 to 1970 and 
remained relatively high until 1980.'* In addition, memories of widespread 
bank failures during the Great Depression “traumatized bankers and 
instilled a deeply ingrained culture of risk-aversion” in many bankers who 
lived through the Depression. The average annual failure rate for banks was 
less than 0.1% between 1945 and 1979.!° 

In an article published in 2002, I argued that the Glass-Steagall Act and 
the BHC Act significantly reduced systemic risks in U.S. financial markets 
by establishing a clear structural separation between the banking industry 
and the securities and insurance sectors. As a result of that separation, risks 
and losses in one sector were less likely to spill over into other sectors, and 
financial institutions in one sector could support other sectors that were 
under stress. Regulators could address problems arising in one sector 
without needing to bail out the entire financial system.'° 

For example, major banks (with supporting loans from the Fed’s discount 
window) provided emergency credit to issuers of commercial paper 
following Penn Central’s default in 1970, to securities broker-dealers after 
the stock market crash of 1987, and to securities firms and nonfinancial 
corporations after Russia’s debt default in 1998. During those disruptions, 
large banks did not suffer crippling losses because they were not deeply 


engaged in capital markets activities. The banking system could therefore 
serve as a backup source of liquidity for other sectors of the financial 
industry and for nonfinancial corporations. Similarly, securities firms 
provided an alternative source of credit to nonfinancial businesses in the 
early 1990s, when major banks cut back sharply on their lending after 
suffering severe losses during the previous decade.!” 

Economist Luigi Zingales concluded in 2012 that Glass-Steagall made 
the U.S. financial system “more resilient” by separating banks from the 
capital markets. He noted the beneficial impact of Glass-Steagall during the 
1987 stock market crash and the 1990-91 banking crisis. He also pointed 
out that following the repeal of Glass-Steagall, “in 2008 the banking crisis 
and the stock market crisis infected each other, pulling down the entire 


economy.” !® 


Despite the success and stability of the post-New Deal financial system, 
large U.S. banks greatly resented the limitations imposed by Glass-Steagall 
and the BHC Act. Accordingly, leaders of major banks and sympathetic 
regulators probed for weaknesses in both statutes, as shown by the OCC’s 
and the Fed’s unsuccessful attempts to open loopholes in the 1960s and 
1970s. Securities firms and insurance companies also began to create bank- 
like products that could compete with the deposits and loans provided by 
banks. !? 

During the 1980s and 1990s, regulators opened a series of loopholes in 
the structural barriers established by the Glass-Steagall and BHC Acts. 
Those loopholes fell into four main areas: (1) removing the interest rate 
controls on time (non-checking) deposits imposed by the Fed’s Regulation 
Q, (2) allowing nonbanks to offer short-term financial instruments that 
functioned as deposit substitutes, (3) permitting banks to “securitize” their 
loans by packaging them into asset-backed securities, and (4) allowing 
banks to provide over-the-counter derivatives that served as synthetic 
substitutes for securities and insurance. In combination, those four sets of 
regulatory loopholes significantly undermined the post-New Deal system 
of financial regulation. 

The demise of Regulation Q: The interest rate ceilings on bank time 
deposits established by Regulation Q were the first major component of 


Glass-Steagall to disappear. Regulation Q’s interest rate limits became a 
major problem during an extended period of high and volatile interest rates 
that lasted from the late 1960s until the early 1980s. Inflationary pressures 
began to develop during the late 1960s and early 1970s, as the Johnson and 
Nixon administrations ran large federal budget deficits to finance ambitious 
domestic spending programs as well as the Vietnam War.7° 

Growing federal budget deficits and trade imbalances weakened the 
dollar and forced President Nixon to suspend the convertibility of dollars 
into gold in August 1971. Nixon’s suspension of convertibility led to the 
collapse of the post-World War II regime of relatively stable international 
currency exchange rates, established under the Bretton Woods agreement of 
1944.*' The demise of Bretton Woods resulted in much greater volatility for 
both interest rates and currency exchange rates.*? 

OPEC’s oil embargo in 1973 caused a dramatic increase in oil prices, and 
the Iranian Revolution of 1979 triggered a second spike in oil prices. Rising 
oil prices and growing federal budget deficits helped to push U.S. inflation 
rates to all-time highs by 1980. Under the leadership of Chairman Paul 
Volcker, the Fed adopted an aggressive anti-inflation policy that propelled 
short-term interest rates to unprecedented levels. The short-term federal 
funds rate rose to 20% in early 1981 and remained as high as 14% in 
1982.73 

The foregoing developments caused short-term interest rates in the 
financial markets to rise far above the interest rate limits for bank deposits 
under Regulation Q. In addition, as discussed in the next section, federal 
agencies allowed nonbank financial firms to offer money market mutual 
funds and other short-term deposit substitutes that paid market-based 
interest rates. Accordingly, depositors withdrew large sums from their bank 
accounts and transferred those funds into higher-yielding investments 
outside the banking system. 

In response to market pressures, large banks looked for ways to offer 
higher-yielding time deposits that skirted Regulation Q’s limits. Walter 
Wriston of Citibank—the successor to National City Bank—pioneered the 
issuance of negotiable-rate, large-denomination certificates of deposit 
(CDs) through Citibank’s domestic branches in the 1960s. Citibank also 
accepted Eurodollar deposits through its overseas branches. Both types of 
deposits paid interest rates that were higher than Regulation Q’s limits. 
Citibank acted without advance approval from the Fed, but the Fed 


acquiesced in Citibank’s evasion of Regulation Q, and other big banks 
quickly followed Citibank’s example.** Negotiable CDs and Eurodollars 
were the first of many regulatory avoidance techniques that big banks used 
to break down Glass-Steagall’s constraints. 

The high inflation rates of the 1970s and early 1980s threatened the 
survival of the savings and loan (thrift) industry. Savings and loans were 
specialized depository institutions that accepted savings deposits and made 
home mortgage loans. Many thrift institutions faced insolvency in the early 
1980s, due to a fundamental mismatch between the yields and maturities for 
their assets and liabilities. Congress phased out Regulation Q’s limits on 
deposit interest rates for banks and thrifts between 1980 and 1986. The 
repeal of Regulation Q enabled thrifts to attract and retain more deposits. 
However, it also significantly increased the interest rates (and costs) of 
deposits at a time when thrifts’ primary assets were low-yielding thirty-year 
fixed-rate mortgages. As a result, many thrifts became unprofitable and 
suffered large losses.*° 

Congress tried to solve the thrifts’ problems by deregulating their 
powers. In 1982, Congress passed legislation that allowed thrifts and banks 
to offer adjustable-rate mortgages (ARMs)—mortgages with floating, 
market-based interest rates. The 1982 statute also authorized thrifts and 
banks to offer “alternative” mortgages with more flexible and “affordable” 
financing terms, including (1) mortgages with low “teaser” introductory 
interest rates for the first two or three years, followed by significantly 
higher rates, and (2) mortgages with interest-only payments or even lower 
payments for the first few years, followed by much larger periodic 
payments or “balloon” payments. Those “innovative” mortgages created a 
strong risk of “payment shock” for borrowers when their introductory low- 
payment periods expired.*° 

The 1982 statute preempted state laws that restricted the terms of 
adjustable-rate or alternative mortgages. Congress and federal courts also 
preempted state usury laws that imposed maximum limits on the interest 
rates that thrifts and banks could charge on home mortgages and other 
consumer loans. The 1982 statute, along with similar deregulatory laws 
enacted by many states, allowed thrifts to engage in a wide array of 
nontraditional activities—including loans to developers of residential and 
commercial real estate projects as well as investments in high-yield debt 
securities (junk bonds), real estate projects, and other business ventures 


(such as casinos, hotels, ski resorts, and thoroughbred horse farms). The 
percentage of thrift assets represented by residential mortgages dropped 
from 80% to 56% between 1980 and 1986.7” 

Supporters of deregulation claimed that the newly granted powers would 
enable thrifts to “grow out of their problems.” Federal and state thrift 
regulators also adopted weak accounting standards and_ provided 
supervisory forbearance that allowed many insolvent and undercapitalized 
thrifts to remain in business during the 1980s. Many weak thrifts “gambled 
for resurrection” by expanding into high-risk nontraditional activities. 
Hundreds of those thrifts subsequently failed. The federal government spent 
$160 billion to resolve the thrift crisis, with $132 billion paid by taxpayers 
and the remainder covered by federal deposit insurance.*° 

The banking industry also suffered from severe problems during the 
1980s and early 1990s. The thrift and banking crises were closely 
connected to a series of regional booms and busts in residential and 
commercial real estate markets. Boom-and-bust cycles occurred first in the 
“oil patch” states of Texas and Oklahoma during the early and mid-1980s, 
followed by Florida, the Mid-Atlantic region, and New England between 
1985 and 1991 and by Arizona and California during the early 1990s. The 
residential and commercial real estate busts of the 1980s and early 1990s 
were regional in nature, since thrifts and banks were subject to legal 
restrictions on geographic expansion and a nationwide market for 
residential and commercial mortgage loans had not yet developed. As a 
result of those regional real estate crises, home prices “declined nationally 
by 2.5% from July 1990 to February 1992—the first such fall since the 
Depression.”~? 

Jennifer Taub identified several key components of deregulation during 
the 1980s that later contributed to the destructive real estate lending boom 
of the 2000s. Adjustable-rate mortgages, alternative mortgages, investments 
in high-risk securities, and preemption of state usury laws and other 
consumer protection laws all played important roles during the 1980s and 
were equally important during the nonprime mortgage boom of the 2000s. 
Bailouts and regulatory forbearance for large troubled financial institutions 
that were considered “too big to fail” were prominent features of the thrift 
and banking crises of the 1980s, and they became core elements of the 
federal government’s rescues of financial giants during 2007—09.°° 


Nonbank deposit substitutes and the rise of shadow banking: The 
second major attack on the Glass-Steagall Act was the creation of short- 
term deposit substitutes, which enabled nonbank financial firms to operate 
as “shadow banks.” In the early 1970s, the securities industry introduced an 
“innovative” financial concept known as the money market mutual fund 
(MMMF). MMMEFs were short-term mutual funds that offered deposit-like 
features but were not subject to the interest-rate limits of Regulation Q. 
Investors who bought shares in MMMEFs could redeem their investments at 
any time, based on a fixed net asset value (NAV) equal to the original 
purchase price of $1 per share. MMMFs were not regulated or federally 
insured like bank deposits, but they functioned like deposits in allowing 
withdrawal on demand at par (100% of the amount invested). The 
Securities and Exchange Commission (SEC) supervised MMMEFs and 
required them to invest in supposedly safe short-term securities, such as 
U.S. Treasury bonds, highly rated commercial paper, and bank CDs. 
Investors expected that institutional sponsors of MMMEFs would provide 
any financial backing needed to ensure redemption of their shares at the 
fixed NAV of $1 per share.*! 

In 1977, Merrill Lynch, a leading securities firm, created the cash 
Management account (CMA), which allowed investors to write checks 
against the funds they held in Merrill Lynch’s MMMFs. Other securities 
firms quickly added check-writing features to their own MMMEs. Thus, 
after 1977 MMMFs offered customers the principal functional attributes of 
bank checking accounts, including redemption at par on demand and the 
ability to transfer funds by writing checks. MMMEFs were exempt from 
Regulation Q because they were classified and regulated as mutual funds 
(equity investments) rather than deposits. MMMEFs could pay significantly 
higher yields because they did not have to pay deposit insurance premiums 
or to satisfy capital or reserve requirements like those imposed on banks. 
Business firms and consumers rapidly shifted their short-term funds from 
bank deposits to MMMFs, and the total volume of MMMFs mushroomed 
from $3 billion in 1977 to $235 billion in 1982.°7 

As Morgan Ricks explained, the emergence of MMMFs “represented a 
deliberate end-run around the U.S. deposit banking system,” and the SEC 
“abetted” that evasion by exempting MMMEFs from many of the rules 


governing mutual funds.*° The most important of those exemptions allowed 
MMMFs to redeem their shares based on a stable (fixed) NAV of $1 per 


share, instead of requiring MMMFs, like other mutual funds, to redeem 
their shares based on the funds’ current market values.°** The fixed NAV, 
which permitted redemption at par, was crucial because MMMEFs “want[ed] 
investors to view shares in an MMF as close substitutes for savings and 
time deposits at commercial banks and other depository institutions.”°° 

In October 1979, Morris Crawford, who was chairman of the Bowery 
Savings Bank of New York, sent a letter to the U.S. Department of Justice 
(DOJ) and the SEC alleging that MMMEFs with check-writing privileges 
were illegal deposits and therefore violated Section 21 of the Glass-Steagall 
Act.°° The DOJ rejected Crawford’s claim and ruled that an investor in an 
MMMIF was not a “depositor.” According to the DOJ, each investor in an 
MMMEF owned an equity interest with “the potential for capital gain or loss 
on his investment.” The DOJ determined that an investor’s ability to 
“transfer his ownership” in an MMMF to other parties by writing checks 
was “a mere formality” and did not change “the substance of his status as 
[equity] owner.”?” The DOJ’s highly formalistic ruling ignored the practical 
reality that MMMFs with CMA features were functionally equivalent to 
checking accounts and were viewed as such by consumers.2 

The rapid growth of MMMFs—which federal regulators did not try to 
stop—provided a convenient rationale for abolishing Regulation Q. As 
indicated earlier, Congress phased out Regulation Q in the early 1980s and 
allowed banks and thrifts to offer deposit accounts with market-based yields 
similar to MMMFs.°? However, MMMFs did not have to pay deposit 
insurance premiums or comply with bank capital or reserve requirements. 
Due to their substantially lower regulatory costs, MMMEFs could still pay 
significantly higher yields than comparable bank deposits. The competitive 
advantages of MMMEs allowed them to keep growing, and their total assets 
increased from $235 billion in 1982 to $740 billion in 1995, $1.8 trillion in 
2000, and $3.8 trillion in 2007. 

The continued growth of MMMEFs encouraged the expansion of the 
shadow banking system—a parallel financial system in which securities 
firms and other nonbank financial companies provided bank-like services. 
In the shadow banking system, nonbanks obtained short-term funds from 
investors by offering deposit substitutes, and nonbanks used those funds to 
provide longer-term loans to consumers and businesses.*! For example, 
securities firms established MMMEFs to attract large amounts of short-term 


funds from consumers and businesses. In turn, MMMFs became leading 
investors in commercial paper and securities repurchase agreements (repos). 

Commercial paper is a short-term debt security issued by a business or 
financial company, usually with a maturity of ninety days or less.** A repo 
is a short-term, secured lending arrangement in which the lender (such as an 
MMMEF) provides a cash loan and the borrower (such as a securities firm) 
provides collateral in the form of securities acceptable to the lender. The 
amount of a repo loan is equal to the market value of the collateral minus a 
“haircut” (discount) based on the lender’s assessment of the collateral’s 
risk. A repo typically lasts for one day or a few days. Upon the expiration of 
a repo’s term, the parties either renew (roll over) the repo loan or the lender 
returns the collateral and the borrower repays the cash loan with interest.*° 

MMMEFs were the largest purchasers of commercial paper and among the 
largest cash lenders for repos during the 1990s and 2000s.** As MMMFs 
grew, so did the commercial paper and repo markets. Commercial paper and 
repos were two of the most important short-term funding sources for 
securities firms and other nonbank financial companies. The volume of 
outstanding U.S. commercial paper increased from less than $50 billion in 
1975 to $560 billion in 1990, $1.3 trillion in 2000, and $2 trillion in 2007.*° 
The volume of repos entered into by large U.S. securities firms rose from 
$110 billion in 1981 to $800 billion in 1990, $2.5 trillion in 2002, and $4 
trillion in 2007.*° 

MMMEs, commercial paper, and repos functioned as “shadow deposits” 
and provided short-term funding that allowed shadow banks—securities 
firms and other nonbank financial companies—to originate or purchase 
mortgage loans and other longer-term loans.*” The growth of shadow 
deposits and shadow banks undermined Glass-Steagall’s structural 
boundaries because it allowed “capital and money markets to amplify and 
replicate ... the functions of traditional banks.”*® 

In retrospect, it is clear that rising inflation rates during the 1970s did not 
force policymakers to allow nonbanks to offer deposit substitutes that 
funded the shadow banking system. Congress and federal bank regulators 
could have removed or raised Regulation Q’s interest rate ceilings, thereby 
permitting banks to pay higher rates to depositors in an inflationary 
environment. At the same time, federal regulators could have enforced the 
prohibition in Section 21 of the Glass-Steagall Act by preventing nonbanks 


from issuing short-term financial instruments that were functional 
equivalents of deposits. Thus, policymakers could have remained faithful to 
Glass-Steagall’s vision of a financial system in which banks were the 
exclusive recipients of short-term funds that were equivalent to “money 
claims” because they received explicit or implicit government backing. 
Federal regulators could have invoked Section 21 to stop securities firms 
and other nonbanks from issuing deposit substitutes like MMMEFs, short- 
term commercial paper, and short-term repos.*? 

Federal regulators never chose the available option of prohibiting deposit 
substitutes, and they never required nonbanks to finance their operations in 
a more stable and resilient manner by issuing stock and longer-term debt 
securities or by accepting loans from banks. For example, it would not have 
been possible for MMMFs to offer check-writing privileges without 
clearing their checks through banks. However, the Fed never used its 
authority to stop banks from clearing checks written on MMMMEF 
accounts.” 

Instead of restraining the growth of markets for deposit substitutes, 
federal officials supported and encouraged those markets. In 1970, the Fed 
stabilized the commercial paper market after Penn Central’s default on its 
commercial paper caused a panic. The Fed provided $600 million of 
discount window loans to large banks and urged them to extend credit to 
companies that could not renew their commercial paper. The Fed also 
injected liquidity into the financial markets by making open-market 
purchases of Treasury securities. Moreover, the Fed announced that it stood 
ready to provide credit directly to companies that lost access to the 
commercial paper market if they could not obtain bank loans. The Fed’s 
full-scale support for the commercial paper market in 1970 led market 
participants to expect that the Fed would intervene to maintain the stability 
of that market during subsequent crises.°! 

Similarly, the Fed stabilized the repo market in 1982 after the Lombard- 
Wall securities firm defaulted on its outstanding repos. To prevent a panic in 
the repo market, the Fed significantly increased its loans of government 
securities to primary dealers—financial institutions that purchased and sold 
Treasury securities in transactions with the New York Fed. The Fed also 
encouraged Congress to include a repo-friendly provision in the Bankruptcy 
Amendments Act of 1984. 


That 1984 law created an exemption from the “automatic stay” 
provisions of the Bankruptcy Code for repos that were collateralized by 
government securities, bank certificates of deposit, or bankers’ acceptances. 
The automatic stay provisions of the Bankruptcy Code generally impose a 
freeze on claims filed by creditors against a bankrupt debtor until the 
bankruptcy court determines the debtor’s obligation to pay each of those 
claims. The 1984 exemption for qualifying repos created a “safe harbor,” 
which allowed lenders for those repos to enforce their contract rights and 
seize their collateral immediately after a borrower defaulted, without any 
restriction under the bankruptcy laws. The existence of that safe harbor 
encouraged further expansion of the repo market.°* 

After banks obtained permission from the Fed to establish subsidiaries 
with limited securities powers in 1987 (as described in the next section of 
this chapter), those securities subsidiaries obtained funding by issuing their 
own deposit substitutes in the shadow banking system. Large banks with 
securities subsidiaries and Wall Street securities firms both attracted huge 
volumes of short-term funding by selling commercial paper and entering 
into repos and other short-term securities lending arrangements.” The total 
volume of short-term shadow banking liabilities grew from less than $500 
billion in 1980 to approximately $1 trillion in 1990, $6 trillion in 2000, and 
more than $12 trillion in 2007.°* 

When the shadow banking system reached its apex in 2007, the total 
volume of deposit substitutes held by securities subsidiaries of large banks 
and by independent securities firms substantially exceeded the amount of 
traditional deposits held by FDIC-insured institutions.°? As Morgan Ricks 
pointed out, the rapid increase in shadow bank funding “can be understood 
as an increasing privatization of the broad money supply in the precrisis 
years.”°© 

The growing reliance of major banks and securities firms on short-term 
deposit substitutes exposed them to severe liquidity problems when 
investors engaged in panicked runs on MMMEFs, commercial paper, and 
repos during 2007 and 2008.°’ To prevent the collapse of big banks and 
securities firms, the Fed, FDIC, and Treasury provided a “360 [degree] 
backstop” for shadow bank liabilities through an array of “liquidity 
facilities, large-scale asset purchases and guarantee schemes.” Those ad hoc 
rescue programs served as “modern-day equivalents of deposit 


insurance.”°® The collapse of shadow banking markets during the financial 
crisis and the federal government’s massive bailout of those markets 
revealed the enormous costs associated with the decisions by federal 
authorities not to enforce Glass-Steagall’s prohibition on deposit-taking by 
nonbanks.°? 

Securitization of loans: Securitization of loans was the third major line 
of attack on the structural barriers of the Glass-Steagall and BHC Acts. The 
financial industry and financial regulators eagerly embraced securitization 
as a “financial innovation” that helped them to undermine those barriers. 
Securitization is a process through which loans and other payment 
obligations (receivables) are packaged and transformed into various 
categories of asset-backed securities (ABS), such as residential mortgage- 
backed securities (RMBS). The process of securitization has been 
extensively analyzed elsewhere, and only a brief summary will be provided 
here.©° 

The first step in a securitization transaction occurs when the sponsor— 
usually a large bank or securities firm—originates or purchases loans, pools 
the loans, and transfers the loan pool to a special-purpose entity (SPE), 
which is usually organized as a trust. The SPE promises to pay for the loans 
after it has finished securitizing the loan pool. The SPE then issues ABS, 
which give investors the right to receive designated streams of income from 
payments made on the pooled loans. The SPE hires a securities broker- 
dealer (typically the sponsor or its affiliate) to underwrite the sale of ABS to 
investors. After the underwriting has been completed, the SPE transfers the 
proceeds from the sale of ABS to the sponsor to pay for the pooled loans. 
The SPE manages the loan pool and, in many cases, hires the sponsor (or 
another of its affiliates) to act as servicing agent for the pooled loans. The 
sponsor, the SPE, the ABS underwriter, and the servicing agent all receive 
substantial fees for their roles in the securitization process. If all of those 
entities are controlled by the same universal bank, that bank generates very 
large fees by conducting the entire securitization process within its own 
organization.°! 

Government-sponsored enterprises (GSEs)—including the Federal 
National Mortgage Association (Fannie Mae), the Federal Home Loan 
Mortgage Corporation (Freddie Mac), and the Government National 
Mortgage Association (Ginnie Mae)—began to securitize home mortgages 


in the late 1960s and early 1970s. At first, GSEs structured their “agency” 
RMBS as pass-through certificates that gave investors pro rata interests in 
the pooled mortgages. However, pass-through certificates were not 
attractive to many investors because they were long-term instruments that 
were subject to prepayment risk (the risk that mortgages in the securitized 
pool would be prepaid before they matured) and interest rate risk (the risk 
that interest rates would rise after the RMBS were issued and reduce their 
market value).°° 

To attract a broader group of investors for RMBS, Lawrence Fink of First 
Boston and Lewis Ranieri of Salomon Brothers developed collateralized 
mortgage obligations (CMOs) for GSEs in the early 1980s. A CMO is a 
structured finance vehicle whose securities are divided into multiple 
tranches. Those tranches offer investors differing rights and priorities for 
payments of income and principal from the pooled mortgages. Junior 
tranches of CMOs receive higher payoffs but are exposed to greater risks of 
losses from prepayments or defaults on the pooled mortgages. In contrast, 
senior tranches of CMOs receive lower yields but also benefit from greater 
protection against losses, because junior tranches bear losses before the 
senior tranches do. 

Securities firms fought hard to prevent GSEs from capturing the entire 
RMBS market. Ranieri helped the Reagan administration to draft legislation 
that would allow securities firms to underwrite “private-label” RMBS that 
could compete with the agency RMBS issued by GSEs. In 1984, Congress 
included many of Ranieri’s ideas in the Secondary Mortgage Market 
Enhancement Act. The 1984 law exempted private-label RMBS from state 
securities laws and permitted insurance companies and pension funds to 
invest in private-label RMBS with high credit ratings. Two years later, the 
Tax Reform Act of 1986 exempted tranches of private-label RMBS from 
the threat of double taxation.® Both statutes encouraged securities firms to 
underwrite private-label RMBS as well as other ABS backed by a wide 
variety of obligations, including credit card receivables, automobile loans, 
boat loans, commercial real estate loans, home equity loans, student loans, 
and equipment leases.°° 


Commercial banks were determined to follow the path blazed by securities 
firms in securitizing private-label RMBS and ABS. However, two Supreme 
Court decisions stood in their way. In 1966, Citibank obtained a ruling from 
the Office of the Comptroller of the Currency (OCC) that allowed the bank 
to create an investment fund for its customers. Citibank pooled and 
managed investments made by Citibank’s customers, who received 
participating “units” in the fund. Citibank’s fund amounted to “a mutual 
fund by another name.”°” 

In a 1971 decision—Investment Co. Institute v. Camp—the Supreme 
Court struck down the OCC’s ruling and held that Citibank’s investment 
fund ran afoul of the Glass-Steagall Act.°? The Court determined that the 
“units of participation” offered by Citibank were “securities” within the 
meaning of the Glass-Steagall Act. Accordingly, Citibank engaged in an 
unlawful underwriting of securities when it created the fund and sold units 
to customers.°° 

The Supreme Court identified a number of “subtle hazards” and 
“financial dangers” that the Glass-Steagall Act was intended to prevent. As 
explained in Chapter 6, Congress believed that banks would face intolerable 
conflicts of interest if they had a “salesman’s stake” in marketing securities 
that were underwritten by them or their affiliates. Banks would be tempted 
to make unsound loans to support the sale of those securities, and banks 
would also be inclined to provide biased investment advice to persuade 
their customers to purchase those securities. In addition, Congress feared 
that banks would lose their “reputation” and “customer good will” if they 
encouraged customers to buy unsound investments underwritten by them or 
their affiliates. The Supreme Court concluded that Citibank’s investment 
fund created a clear risk that all of those hazards could occur.” 

Thirteen years after ICI v. Camp, the Supreme Court issued a similar 
decision in Bankers Trust I.’' That 1984 decision struck down a Fed order 
that allowed Bankers Trust to sell to investors commercial paper that was 
issued by Bankers Trust’s corporate clients. The Fed argued that 
commercial paper was not a “security” under Glass-Steagall because it was 
a debt obligation that resembled a commercial loan. However, the Court 
adopted a broad definition of “security” in Bankers Trust I, as it had done in 
ICI v. Camp, and rejected the Fed’s attempt to distinguish commercial paper 


from other types of debt securities.’* Quoting Camp, the Court explained in 


Bankers Trust I that the Glass-Steagall Act considered “the promotional 
incentives of investment banking and the investment banker’s pecuniary 
stake” in selling securities as creating unacceptable risks to “prudent and 
disinterested commercial banking” and “public confidence in the 
commercial banking system.””° 

Notwithstanding their defeats in ICI v. Camp and Bankers Trust I, leading 
banks and federal regulators continued to challenge Glass-Steagall’s 
structural barriers. Following Bankers Trust I, the Fed issued a revised 
order, which allowed Bankers Trust to sell commercial paper under a 
different legal rationale. Instead of claiming that commercial paper was not 
a “security,” the Fed’s revised order stated that Bankers Trust would not 
engage in a prohibited “underwriting” as long as the bank sold commercial 
paper only in private placements to sophisticated institutional buyers. The 
U.S. Court of Appeals for the District of Columbia Circuit upheld the Fed’s 


revised order in Bankers Trust I, and the Supreme Court denied further 


review. ’* 


The D.C. Circuit stated that it owed “substantial deference” to the Fed’s 
revised order in light of the Supreme Court’s 1984 decision in Chevron.” 
Chevron held that courts should follow a two-step analysis when they 
review interpretations of statutes by federal agencies. Under the first step of 
Chevron, a court should determine whether Congress has expressed a clear 
intent on “the precise question at issue.” If so, the court should require the 
agency to follow that intent.’© If, however, the statute is “silent or 
ambiguous” on the relevant issue, the court should apply the second step of 
Chevron. Under the second step, the court should defer to any “reasonable” 
interpretation by the agency, even if the court would have reached a 
different conclusion on its own.’’ As a practical matter, Chevron deference 
gives a federal agency very broad discretion to say “yes” when the agency 
addresses a question about the scope of its authority, as long as Congress 
has not explicitly said “no” in addressing the same question.”® 

Applying the first step of Chevron, the D.C. Circuit stated that Glass- 
Steagall was “ambiguous” on the question of whether banks could sell 
commercial paper in private placements to institutional investors.’? 
Applying the second step of Chevron, the D.C. Circuit deferred to the Fed’s 
“reasonable” determination that Bankers Trust’s sales of commercial paper 
in private placements did not constitute an “underwriting” of securities that 


would violate Glass-Steagall.2° The D.C. Circuit concluded that the Fed 
was reasonable in construing Glass-Steagall as prohibiting banks from 
making public offerings of securities but not private placements.®! 

The D.C. Circuit acknowledged that private placements of commercial 
paper would involve at least one of the “subtle hazards” identified by the 
Supreme Court in Camp and Bankers Trust I—namely, the danger that a 
bank would lose its “reputation” and the “confidence” of its customers if it 
sold them unsound securities.°2 However, the D.C. Circuit dismissed the 
significance of that risk. The court concluded that “an agency’s 
interpretation that impairs one of the statute’s purposes but not others may 
surely nonetheless be reasonable” under Chevron.®°? The D.C. Circuit’s 
decision to disregard potential reputational risks from private placements 
proved to be a very serious error. Leading banks paid large fines and civil 
settlements after they sold huge volumes of toxic collateralized debt 
obligations (CDOs) to institutional investors in private placements under 
the SEC’s Rule 144A.%4 

Bankers Trust II provided a blueprint for subsequent federal court 
decisions, which upheld agency rulings opening numerous additional 
loopholes in the structural barriers established by the Glass-Steagall and 
BHC Acts. The courts repeatedly invoked Chevron deference as a rationale 
for affirming agency rulings that relied on highly creative interpretations of 
ambiguous statutory provisions to circumvent those barriers.®° 


In April 1987, the Fed issued its Citicorp order, which allowed bank 
holding companies to establish “Section 20 subsidiaries.” The Fed’s order 
allowed Section 20 subsidiaries to underwrite and trade to a limited extent 
in four designated categories of “bank-ineligible securities,” which were not 
lawful for banks to underwrite or trade in directly under the Glass-Steagall 
Act.8© Those bank-ineligible securities were municipal revenue bonds, 
private-label RMBS, ABS backed by consumer loan receivables, and 
commercial paper. The Fed’s Citicorp order explained how far Section 20 
subsidiaries could go in underwriting and trading those bank-ineligible 
securities. °” 

The Fed stated that subsidiaries of bank holding companies would not 
violate Section 20 of the Glass-Steagall Act as long as they were not 


“engaged principally” in underwriting or trading ineligible securities.*° 
Accordingly, Section 20 subsidiaries were required to focus most of their 
activities on underwriting and investing in bank-eligible government 
securities. The Fed stated, however, that Section 20 subsidiaries could 
underwrite or trade the four designated types of bank-ineligible securities as 


long as those activities did not account for more than 5% of their gross 


revenues.°” 


The Fed approved its Citicorp order by a 3—2 vote, with dissenting 
statements from Chairman Paul Volcker and Governor Wayne Angell.?° 
Volcker and Angell warned that “the interpretation adopted by the majority 
would appear to make feasible ... the affiliations of banks with some of the 
principal underwriting firms or investment houses of the country. Such a 
legal result, we feel, is inconsistent with the intent of Congress in passing 
the Glass-Steagall Act.”?! 

Volcker decided not to seek a third term as Fed chairman, and his failure 
to block the Citicorp order was evidently a factor in his decision.?? 
Volcker’s dissenting statement in Citicorp reflected his opposition to any 
“rush to deregulation” until Congress approved an “overall blueprint for 
change” that would preserve “the stability and impartiality” of the banking 
system and prevent “conflicts of interest and undue concentrations of 
banking resources.”’? President Reagan appointed Alan Greenspan to 
succeed Volcker, in part because Greenspan eagerly supported the Reagan 
administration’s agenda for deregulating the financial industry.?4 

The securities industry challenged the Citicorp order, but the Second 
Circuit upheld the order, and the Supreme Court denied further review.”” 
The Second Circuit acknowledged that the Fed’s order would help to 
“dismantle the wall of separation installed ... by the Glass-Steagall Act.”?° 
However, like the D.C. Circuit in Bankers Trust I, the Second Circuit 
determined that Chevron required deference to the Fed’s “reasonable” 
interpretation of an “ambiguous” statute.?” 

In view of Chevron, the Second Circuit said that it could not judge the 
wisdom of the Fed’s position based on “[George] Santayana’s notion that 
those who will not learn from the past are condemned to repeat it.”?° While 
the court clearly recognized the applicability of Santayana’s warning, it felt 
compelled to apply Chevron’s highly deferential standard of review. The 


court’s reference to Santayana’s admonition proved to be tragically 
prescient. 

The Second Circuit stated that Section 20 of Glass-Steagall was 
ambiguous on the question of whether banks could affiliate with companies 
that carried on a securities business but were not “engaged principally” in 
underwriting or trading bank-ineligible securities.?? Given that ambiguity, 
the court concluded that the Fed was “reasonable” in allowing bank holding 
companies to establish Section 20 subsidiaries that derived 5% or less of 
their gross revenues from bank-ineligible securities activities.1° 

Under Alan Greenspan’s leadership, the Fed steadily expanded the scope 
of activities allowed for Section 20 subsidiaries. In 1989, the Fed permitted 
Section 20 subsidiaries to underwrite and trade all types of debt and equity 
securities, and the Fed also raised the revenue limit on bank-ineligible 
securities operations to 10%. The D.C. Circuit upheld the Fed’s order, 
emphasizing the deference the court owed to the Fed’s determinations.!?! 
By 1996, Section 20 subsidiaries controlled a fifth of the U.S. debt 
underwriting market and 2% of the equity underwriting market.!° 

In 1996, the Fed raised the revenue limit for bank-ineligible securities 
activities to 25%. Soon thereafter, the Fed removed several firewalls that 
imposed tight restrictions on cross-marketing and other transactions 
between bank holding companies and their Section 20 subsidiaries.!?° 
Large domestic and foreign banks responded to the Fed’s liberalized 
Section 20 orders by acquiring dozens of small and midsized securities 
firms. By 1998, forty-five bank holding companies—including all twenty- 
five of the largest U.S. banks—owned Section 20 subsidiaries.! 

The OCC pursued its own campaign to allow national banks to securitize 
residential mortgages and other loans directly, instead of relying on their 
bank holding company affiliates. The OCC’s efforts were part of its heated 
rivalry with Alan Greenspan’s Fed for the position of deregulator-in-chief 
of the banking industry. The OCC and the Fed wanted to win the allegiance 
of the largest banking organizations by demonstrating that they were 
“friendly” regulators and dedicated champions of deregulation. !° 

In 1987, the OCC upheld the authority of Security Pacific National Bank 
to securitize residential mortgages that the bank originated, and to sell 
private-label RMBS derived from pools of those mortgages. The securities 
industry sued the OCC, and a federal district court struck down the OCC’s 


order. However, the Second Circuit reversed the district court’s decision and 
reinstated the OCC’s order. !°° 

The district court determined that Security Pacific’s issuance of RMBS to 
investors was not a “mere sale of assets” and instead constituted a 
prohibited “underwriting” of “securities” under Section 21 of Glass- 
Steagall.!°” The district court pointed out that (1) the pooled mortgages held 
by each securitization SPE trust had “a separate identity” from the bank’s 
assets, and (2) the bank could choose to “relegate to the trust those 
mortgages which it saw as most likely to be problems.”! In addition, the 
bank would have “an interest in the success of the sales” of RMBS, thereby 
tempting the bank to become an “advocate” in persuading its customers to 
buy RMBS.! After considering the Glass-Steagall Act’s purposes, the 
district court concluded that the OCC’s order “does not take sufficient 
account” of “the benefits that the bank hopes to gain” from selling 
RMBS."° 

The Second Circuit overturned the district court’s decision and upheld 
the OCC’s ruling. Applying “principles of deferential review” under 
Chevron, the Second Circuit agreed with the OCC that Security Pacific’s 
sale of RMBS fell within the “business of banking” under Section 16 of 
Glass-Steagall, as either a direct or “incidental” component of the bank’s 
authority to sell mortgages it originated.!'! The Second Circuit also agreed 
with the OCC that it was “unlikely” Security Pacific would “make unsound 
loans so as to encourage purchase of the [RMBS].”!!* The Second Circuit 
further concluded that investors would be adequately protected by “federal 
securities laws [that] require full disclosure of all material facts concerning 
the [RMBS].”1!8 

The OCC and the Second Circuit were completely mistaken in assuming 
that (1) bank underwriters of RMBS would not have financial incentives to 
originate or purchase unsound mortgages for securitization and (2) offering 
materials for RMBS would provide full disclosure to investors. Those 
mistaken assumptions had massive costs and far-reaching consequences. As 
the securitization trend gained momentum after 2000, banks and other 
lenders originated and securitized huge volumes of poorly underwritten, 
high-risk subprime and Alt-A mortgages. The enormous fees that lenders 
could earn by originating and selling nonprime mortgages for securitization 
created perverse incentives, which caused lenders to disregard sound 


underwriting standards. Banks and other lenders also used misleading and 
fraudulent offering materials to sell toxic nonprime RMBS and related 
CDOs to investors. The SEC did not compel underwriters of RMBS and 
CDOs to provide investors with timely and detailed information about the 
mortgage pools that backed the RMBS and CDOs they purchased. As a 
result, most investors could not protect themselves from the widespread 
fraud that occurred.!'4 

The OCC relied on Security Pacific to justify subsequent rulings that 
allowed national banks to securitize a wide range of consumer and 
commercial loans. The OCC also permitted national banks to securitize 
loans that they did not originate but instead purchased from other lenders. 
In 1996, the OCC authorized national banks to invest in “marketable” 
private-label RMBS, ABS, CDOs, and commercial mortgage-backed 
securities (CMBS).!!° Thus, the OCC provided carte blanche for a wide 
range of securitization activities by national banks, just as the Fed had done 
for Section 20 subsidiaries of bank holding companies. 

The Fed’s and OCC’s rulings spurred a rapid growth in securitization 
activities by banking organizations during the 1990s. The total amount of 
outstanding private-label RMBS and other ABS rose from less than $100 
billion in 1990 to $900 billion in 1999, and large banks accounted for a 
major share of that growth.!!® Securitization offered multiple benefits to 
banks in the form of reduced capital requirements, new sources of 
wholesale funding from the capital markets, greatly expanded fee income, 
and the ability to move credit risks off their balance sheets.!!” 

In 1999, Congress passed the Gramm-Leach-Bliley Act, which removed 
all remaining restrictions on affiliations between banks and securities 
firms."8 The largest banks and securities firms quickly established 
vertically integrated securitization factories. Those factories included every 
step in the securitization process, from loan origination to the creation and 
marketing of RMBS, CDOs, and other mortgage-related securities.'!9 As 
that process unfolded, the outstanding volume of private-label, mortgage- 
related securities expanded from $1.6 trillion in 2001 to $3 trillion in 2004 
and more than $6 trillion in 2007.17 

Over-the-counter derivatives: Over-the-counter (OTC) derivatives were 
the fourth major field in which large financial institutions and federal 
regulators used “financial innovation” to break down the structural barriers 


that separated banks from the securities and insurance industries. 
Derivatives are financial contracts whose value is determined by reference 
to some underlying asset, obligation, index, or rate (the “referenced 
factor”). Widely used referenced factors include equity stocks, equity 
indexes, debt obligations, commodities, interest rates, and currency 
exchange rates. Derivatives are typically used either to hedge against 
particular risks or to speculate about the direction of future changes in the 
values of referenced factors.!*! 

Exchange-traded derivatives are standardized contracts that are publicly 
traded on futures and options exchanges. In contrast, OTC derivatives are 
customized contracts that are privately negotiated between “dealers” (large 
financial institutions that specialize in creating and marketing OTC 
derivatives) and “end-users,” such as commercial and industrial firms and 
institutional investors.'** The most widely used categories of derivatives 
are (1) a forward, in which the buyer is obligated to purchase, and the seller 
is required to deliver, some type of commodity or other physical asset at a 
future date, (2) a swap, in which the parties agree to exchange streams of 
payments based on the future value of the referenced factor, and (3) an 
option, in which the option seller gives the option buyer the right—but not 
the duty—to buy or sell the referenced factor at an agreed price on or before 
a specified future date.!° 

During the 1970s, the volatility of interest rates, currency rates, and 
commodity prices increased significantly, due to rising inflation rates and 
the breakdown of the Bretton Woods system of pegged currency exchange 
rates. In the post-Bretton Woods environment, exchange-traded futures and 
options based on interest rates, currency exchange rates, and commodity 
prices became popular vehicles for hedging (risk management) and 
speculation. !74 

In 1974, Congress established the Commodity Futures Trading 
Commission (CFTC) to supervise markets for exchange-traded futures and 
options under the Commodity Exchange Act (CEA). The CEA, as amended 
in 1974, required that certain types of derivatives must be traded on futures 
or options exchanges regulated by the CFTC.'*? However, the 1974 
legislation also included a clause known as the “Treasury Amendment,” 
which allowed other types of financial contracts to be traded privately in 
over-the-counter transactions. When OTC derivatives began to emerge in 


the early 1980s, their status was highly uncertain under the 1974 
legislation.!*° 

Markets for OTC currency exchange swaps and OTC interest rate swaps 
grew rapidly during the 1980s. The largest U.S. banks and securities firms 
captured the lion’s share of both markets.!*” In 1992, Congress authorized 
the CFTC to exempt certain types of OTC swaps from regulation under the 
CEA. The CFTC responded by issuing a 1993 rule, which exempted OTC 
swaps from regulation if they were not “standardized,” were not traded on 
any exchange, and were entered into by “eligible swap participants.” 
Eligible swap participants under the 1993 exemption included regulated 
financial institutions, qualified business firms, state and local governments, 
institutional investors, and wealthy individuals.'*® However, OTC 
derivatives dealers and end-users had serious concerns about the precise 
scope of the 1993 exemption as well as the risk that the CFTC could change 
its policy and modify or rescind the exemption. !9 


The OCC allowed national banks to engage in a steadily widening array of 
derivatives activities during the 1980s and 1990s. Saule Omarova has 
provided a comprehensive analysis of the OCC’s step-by-step campaign to 
expand the derivatives powers of national banks, and only a brief overview 
will be provided here. °° 

In 1987 and 1988, the OCC permitted national banks to enter into OTC 
Swaps and exchange-traded derivatives based on interest rates, currency 
rates, and commodity price indexes for precious metals. The OCC argued 
that those derivatives were comparable to the traditional powers of national 
banks to discount promissory notes and trade in foreign currencies and 
precious metals under the National Bank Act.!*! 

The OCC authorized a much broader range of commodity-related 
derivatives for national banks between 1987 and 1992.'°* The OCC claimed 
that commodity swaps were “functionally equivalent” to the interest rate 
Swaps and currency swaps that the OCC had previously approved for 
national banks. In fact, the risks embodied in commodity swaps were much 
different from the risks created by interest rate and currency swaps.!°° In 
the mid-1990s, the OCC developed a “financial intermediation” theory of 
banking powers, which created a virtually limitless scope for the activities 


that national banks could conduct. Based on that theory, the OCC claimed 
that the “business of banking” encompassed “virtually any ... financial 
activity for customers’ account[s] involving exchanges of payments and 
assumption or transfer of financial risk.” !°* 

The OCC’s step-by-step expansion of derivatives powers was 
exemplified by a series of rulings that (1) allowed national banks to offer 
deposits with payoffs based on stock indexes, (2) permitted banks to use 
equity swaps to hedge their risk exposures from such deposits, and (3) 
authorized banks to buy equity stocks to hedge their risk exposures from 
equity swaps. In 1988, the OCC allowed Chase Manhattan National Bank 
(Chase) to offer certificates of deposit (CDs) that paid “interest” based on 
the performance of the S&P 500 index. The OCC ruled that Chase’s 
offering of “equity-linked” CDs was a lawful exercise of the bank’s 
authority to accept “deposits,” even though Chase was using a stock index 
to determine the amount of gains that would be paid on those deposits.!°° 

The OCC’s ruling did not consider the crucial fact that equity-linked CDs 
created significant stock market risks for Chase. Chase paid CD holders the 
amount of any increase in the S&P 500 index during the term of their CDs, 
while Chase bore the risk of loss if the S&P 500 index declined during that 
period. (To ensure that equity-linked CDs qualified as “deposits,” Chase 
agreed to repay 100% of the holders’ originally invested amounts when the 
CDs matured.) Moreover, the OCC allowed Chase to purchase exchange- 
traded S&P 500 index futures to hedge the stock market risks created by its 
equity-linked CDs.'°° 

A mutual fund trade association sued the OCC, alleging that Chase’s 
equity-linked CDs and Chase’s investments in S&P 500 index futures 
violated the Glass-Steagall Act. A federal district court dismissed the 
lawsuit. The court agreed with the OCC that the “plain language” of Glass- 
Steagall “does not encompass stock index futures” as representing either 
“stock” or “securities.” The district court also concluded that it should defer 
under Chevron to the OCC’s interpretation of permissible activities within 
the “business of banking.” !°7 

The OCC and the district court adopted extremely narrow and formalistic 
interpretations of the Glass-Steagall Act. They disregarded evidence 
showing that Chase was engaged in “stock-trading” in two respects: first, 
by offering investment contracts whose payoffs were linked to stock prices 
included in the S&P 500 index, and second, by using S&P 500 index 


futures to hedge the stock market risks created by those contracts.'°° A 
functional, risk-based analysis—like the Supreme Court’s approach in ICI v. 
Camp and Bankers Trust I—would have concluded that Chase’s offering of 
equity-linked CDs represented a prohibited “underwriting” of “securities,” 
while Chase’s investments in S&P 500 index futures constituted a forbidden 
“dealing” in stock under Glass-Steagall. !°9 

The rulings of the OCC and the district court conceming equity-linked 
CDs were typical of the asymmetric approach that federal banking agencies 
and most federal courts followed during the creeping deregulation of 
financial markets in the 1980s and 1990s. Federal agencies relied on the 
concept of “functional equivalency” as a one-way ratchet that expanded— 
but never limited—the permissible activities of banking organizations. Most 
court decisions either endorsed the regulators’ asymmetric approach or 
deferred to the regulators’ decisions under Chevron.'*° The financial 
industry and federal regulators took full advantage of the fact that “there 
was no explicit provision in Glass-Steagall against trading in derivatives 
products.” !44 

In 1994, the OCC allowed national banks to enter into OTC equity swaps 
and equity index swaps to hedge their risk exposures created by equity- 
linked CDs and stock index futures. The value of an equity swap is 
determined by referring to the price of an identified equity stock, while the 
value of an equity index swap is calculated by referring to the price of a 
specified equity index. The OCC asserted that “equity swaps and equity 
index swaps are permissible for national banks as a financial intermediation 
activity” and would benefit banks by “expanding their customer base, and 
increas[ing] their revenues.” The OCC’s 1994 order ignored the additional 
stock market risks posed by OTC equity swaps and equity index swaps and 
was part of the OCC’s campaign to help national banks develop new 
revenue sources. !47 

In 2000, the OCC permitted several large national banks to buy equity 
stocks to hedge their risk exposures created by equity swaps and equity 
index swaps. The OCC’s ruling allowed national banks to generate 
additional revenues and save costs by purchasing equity stocks directly, 
instead of entering into hedging transactions with their affiliated securities 
broker-dealers.!4° The OCC’s ruling also enabled bank holding companies 
to finance their purchases of equity stocks by using “the more favorable 


[borrowing] rate enjoyed by the banks,” instead of borrowing at the higher 
rates paid by nonbank affiliates.‘“4 

National banks could obtain lower-cost funds from depositors and other 
creditors because of their access to the federal safety net. That safety net 
includes (1) federal deposit insurance, (2) liquidity (lending) assistance 
from the Fed’s discount window, and (3) the Fed’s guarantees of interbank 
payments made on Fedwire. The OCC’s 2000 ruling deliberately allowed 
national banks to exploit their safety net subsidies by using their deposits to 
fund their derivatives activities. The OCC recognized that national banks 
would have to pay higher costs if they were required to obtain the necessary 
funding through nonbank affiliates that were not protected by federal 
deposit insurance, did not have access to the Fed’s discount window, and 
could not process payments through Fedwire.!4° 

The OCC’s 2000 ruling also ignored the fact that derivatives activities 
conducted inside FDIC-insured national banks (instead of through nonbank 
affiliates) would create significantly higher risks of losses for the federal 
deposit insurance fund and taxpayers.'4° In sum, the OCC’s derivatives 
rulings displayed the OCC’s willingness to use intellectual gymnastics to 
expand the powers and profits of national banks, as well as the OCC’s 
disregard of the “potential systemic risks” that its rulings imposed on the 
public.!47 

The OCC’s derivatives campaign enabled national banks to create OTC 
derivatives that provided synthetic substitutes for a wide array of capital 
market instruments, including equity stocks, debt securities, and exchange- 
traded options and futures.'*° OTC derivatives largely escaped regulation 
during the 1980s and 1990s because they occupied an “ambiguous position 
spanning the categories of futures, securities, and loans.”'49 OTC 
derivatives played a very significant role in undermining the Glass-Steagall 
Act by “blurring the boundary between commercial and investment 
banking.” !°° 


In the mid-1990s, J. P. Morgan & Co. (JPMC) introduced a new type of 
OTC derivative, known as the credit default swap (CDS). CDS helped to 
break down the barriers that separated banks from the insurance business. 
Federal laws generally prohibited banks from providing guarantees, 


underwriting insurance, or affiliating with insurance underwriters.!°! In 
1995, JPMC persuaded the OCC and the Fed to allow banks to enter into 
CDS as both dealers and end-users. JPMC also convinced regulators to 
permit banks to reduce their capital requirements by purchasing CDS 
protection against the risk of defaults on their loans.'°* 

In a CDS transaction, the “protection buyer” purchases protection against 
specified events of default on a designated bond or other debt instrument, 
while the “protection seller” provides that protection in return for the 
buyer’s payment of periodic premiums. Thus, CDS contracts “provide 
guarantees of repayment” for the underlying debt obligations.!°? As Alan 
Blinder pointed out, “A CDS is an insurance contract posing as a 
derivative.” !°4 

Federal officials allowed banks and other financial institutions to enter 
into CDS without complying with two fundamental principles enshrined in 
state insurance laws. (Under the McCarran—Ferguson Act of 1945, the 
business of insurance is regulated primarily by the states rather than the 
federal government.) First, state insurance laws prohibit the sale of 
insurance to persons who do not have an “insurable interest” in the subject 
covered by the insurance (such as a home, a car, or a person’s life or 
health). Second, state laws require insurance companies to establish 
financial reserves against the risks they insure. Neither of those state law 
principles applied to CDS because Congress exempted OTC derivatives 
from state regulation.!°° 

Federal regulators allowed financial institutions and investors to purchase 
CDS protection against defaults on debt obligations when the protection 
buyers did not have any financial interest in those obligations as borrowers, 
creditors, or guarantors. Similarly, protection sellers could furnish CDS 
protection for debt obligations without posting any collateral or maintaining 
any reserves (except as required by the terms of their CDS contracts). Both 
departures from state insurance laws enabled buyers and sellers of CDS 
protection to make enormous speculative bets on the performance of 
nonprime mortgages, RMBS, and CDOs during the 2000s.!°° 

JPMC’s innovations did not stop with CDS. In the late 1990s, JPMC 
created a new and more complex structure known as BISTRO. BISTRO 
was the first synthetic collateralized debt obligation (synthetic CDO), an 


instrument that brought together the worlds of derivatives and 
securitization. 

To create BISTRO, JPMC assembled a pool of $9.7 billion of CDS, 
which provided protection against defaults on loans made by JPMC to more 
than three hundred companies. JPMC bundled those CDS into a securitized 
pool managed by a synthetic CDO. The synthetic CDO issued $700 million 
of CDO securities to investors, while JPMC retained $9 billion of “super- 
senior” risk if defaults on the pooled CDS exceeded $700 million. JPMC 
later got rid of its super-senior risk by entering into credit derivatives with 
AIG Financial Products, a subsidiary of American International Group 
(AIG), the world’s largest insurance company.!°” 

The BISTRO deal demonstrated how banks could use securitization and 
derivatives to avoid taxes and reduce their regulatory capital requirements. 
JPMC created a “special-purpose vehicle’ (SPV) to hold BISTRO’s 
securitized CDS. The SPV was headquartered in an offshore tax haven, 
which immunized its cash flows from taxation. The Fed and the OCC 
agreed to reduce JPMC’s regulatory capital requirements by 80% for the 
corporate loans protected by BISTRO’s pooled CDS. The Fed and the OCC 
approved that capital reduction because JPMC obtained credit protection for 
its super-senior exposures to those CDS from AIG, a triple-A-rated 
company.!°? As Gillian Tett explained, BISTRO “pulled a dance around the 
Basel rules [for international bank capital]. The feat was so clever that some 
bankers started to joke that ‘BISTRO’ really stood for ‘BIS Total Rip Off,’ 
referring to the Bank of Intemational Settlements (BIS), which had 
overseen the Basel Accord.”!°? 

BISTRO provided a template for Wall Street’s subsequent creation of 
CDS and synthetic CDOs based on nonprime mortgages and RMBS, 
instead of corporate loans. The BISTRO concept had a catastrophic impact 
when it was applied to the nonprime mortgage market. As explained in 
Chapter 10, CDS and synthetic CDOs enabled financial institutions and 
other institutional investors to place multiple, overlapping bets on the 
performance of designated tranches of nonprime RMBS. When borrowers 
defaulted on the underlying subprime mortgages in 2007, the pyramid of 
bets created by CDS and CDOs collapsed and greatly magnified the 
resulting losses.'©° 

In 1990, the International Swaps and Derivatives Association (ISDA)— 
the trade association representing major dealers in OTC derivatives— 


persuaded Congress to give OTC derivatives a safe harbor under the 
Bankruptcy Code, similar to the special treatment provided to exchange- 
traded derivatives in 1982 and certain repos in 1984. The 1990 safe harbor 
allowed OTC derivatives dealers and end-users to exercise their contract 
rights and seize their collateral immediately after a counterparty filed for 
bankruptcy. The 1990 safe harbor encouraged the growth of OTC 
derivatives by exempting them from the automatic stay provisions and other 
restrictions imposed on creditors under the Bankruptcy Code.'*! 

The derivatives-friendly actions of the OCC, the Fed, and Congress 
facilitated a tremendous boom in OTC derivatives, just as they had done for 
shadow banking deposit substitutes and securitization. The aggregate 
notional values of OTC derivatives in global markets mushroomed from $7 
trillion in 1989 to $88 trillion in 1999 and $595 trillion in 2007. The total 
notional values of CDS grew from only $180 million in 1997 to $1 trillion 
in 2001 and $58 trillion in 2007.'© 

By 2000, leading U.S. commercial banks controlled almost a third of the 
global OTC derivatives market, '°? and they received very handsome returns 
from their derivatives activities.‘°* Trading in derivatives produced $46 
billion of revenues for U.S. banks between 1996 and 2000 and generated 
6% of the total revenues of the seven largest U.S. bank dealers during that 
period.!°° 


Thus, federal agencies and federal courts undermined the integrity and 
effectiveness of the Glass-Steagall and BHC Acts by opening numerous 
loopholes in both statutes during the 1980s and 1990s. Those loopholes 
allowed banks to engage in a variety of securities and insurance activities 
and also permitted nonbank financial institutions to offer bank-like 
products, including functional substitutes for bank deposits and bank loans. 
However, the loopholes were subject to significant limitations and 
uncertainties, and they did not authorize full-scale affiliations among banks, 
securities firms, and insurance companies. !©° Accordingly, as described in 
Chapter 8, major banks pursued legislation that would remove all remaining 
obstacles to their long-held dream of becoming universal banks again. 


Resurgence, Part IT 


Congress Enacted Three Statutes That Enabled Big Banks to Build 
Nationwide Financial Conglomerates 


Big banks were not satisfied with their success in opening loopholes in the 
Glass-Steagall and BHC Acts during the 1980s and 1990s. Large banks 
needed Congress’s help to achieve their long-term goal of establishing 
nationwide universal banks. Big banks and their political allies therefore 
waged a twenty-year legislative campaign, which resulted in the passage of 
three key statutes. Those statutes (1) removed restrictions on interstate 
banking, (2) authorized the creation of financial holding companies, which 
could own banks, securities firms, and insurance companies, and (3) 
exempted over-the-counter derivatives from any substantive regulation by 
federal or state authorities.! 

In January 1981, the outgoing Carter administration proposed a plan for 
the phased removal of restrictions on interstate banking. Big banks eagerly 
supported President Carter’s plan. With one limited exception, Congress did 
not adopt that plan. However, Carter’s plan set the stage for the big-bank 
lobby’s continuing efforts to secure nationwide banking powers.” 

In March 1981, the American Bankers Association called on the new 
Reagan administration to remove Glass-Steagall’s restrictions on bank 
involvement in securities activities. The ABA declared that its efforts to 
repeal Glass-Steagall were “gaining momentum” because of the “political 
drift toward deregulation.” However, securities firms and community banks 
strongly opposed the ABA’s initiative.° 

In December 1981, Treasury Secretary Donald Regan announced the 
Reagan administration’s plan for a phased repeal of Glass-Steagall. The 
administration’s desire to remove “artificial barriers between commercial 
banking and investment banking” was part of its broader efforts to eliminate 
“excessive and outmoded government regulation.” As a first step, the 
administration proposed that nonbank subsidiaries of bank holding 
companies should be allowed to underwrite state and local revenue bonds 
and sponsor mutual funds.* 


Citibank chairman Walter Wriston was the banking industry’s “visionary 
leader” in pushing for comprehensive deregulation until he retired in 1984.° 
Wriston joined Citibank in 1946 and became president in 1967 and 
chairman in 1970. Wriston intensely disliked government regulation in 
general and New Deal legislation in particular. A Wall Street analyst 
remarked that there “was something emotional about [Wriston’s] drive [for 
deregulation] ... I felt Wriston wanted simply to dismantle the financial 
system as we knew it.”° In a newspaper interview, Wriston confirmed his 
“passion for breaking down old restraints on bank operations.”’ 

Wriston dreamed of building Citibank (and its holding company, 
Citicorp) into a “global financial services corporation” that would “change 
the face of banking.”® Wriston wanted Citibank to become a “one-stop 
financial center” for its retail and institutional customers, just as Citibank’s 
predecessor (National City Bank) had been during the 1920s under Charles 
Mitchell’s leadership.? Wriston helped to design the negotiable-rate 
certificates of deposit and Eurodollar deposits that permitted Citibank and 
other large banks to circumvent Regulation Q’s restrictions on deposit 
interest rates during the 1960s.!° 

Wriston also pioneered floating-rate syndicated loans, which helped 
Citibank to expand its lending to large corporations and foreign 
governments. Floating-rate loans provided credit at an agreed-upon spread 
over the variable cost of Eurodollar funding in London, thereby shifting to 
borrowers the risk of future changes in interest rates. The syndication 
process allowed Citibank to play a role similar to that of “a bond 
underwriter, negotiating the terms of a credit with the borrower and then 
arranging for the participation of other banks” in the syndicate. By the early 
1970s, floating-rate syndicated loans were the dominant form of bank credit 
to multinational corporations and foreign governments. Cross-border 
syndicated lending enabled Citibank and other large U.S. banks to fulfill 
“the same international role that bond financing had played in the 1920s.”!! 

Citibank earned lucrative fees for acting as the “lead bank” in arranging 
international syndicated loans as well as domestic syndicated loans to 
American enterprises and state and local governments. Syndicated lending 
brought Citibank and other large U.S. banks closer to the investment 
banking model, as “the process of loan syndication is similar to the 
formation of an underwriting syndicate for publicly issued debt securities, 


and syndicated loans are often viewed by borrowers as a ‘substitute’ for 
underwritten bonds.” ! 

Citibank and other large money center banks arranged hundreds of 
billions of dollars of syndicated loans for less-developed countries (LDCs) 
during the 1970s and early 1980s. Syndicated loans to LDCs helped to 
“recycle” petrodollars that oil-exporting nations received from LDCs. Oil 
exporters deposited many of their petrodollars in overseas branches of U.S. 
money center banks. U.S. banks used those petrodollars to expand their 
outstanding loans to Latin American countries from less than $50 billion in 
1974 to $160 billion in 1978 and more than $320 billion in 1982. Eight 
money center banks held $55 billion of LDC loans in 1982, an amount 
equal to more than twice their capital and reserves.!* 

The LDC debt cycle—which broke down in 1982—resembled the 
unstable merry-go-round of European debt payments during the 1920s. 
During the 1920s, as described in Chapters 3 and 5, U.S. banks and bond 
investors made loans to Germany to finance the payment of German 
reparations, while Germany paid reparations to the Allies, and the Allies 
used German reparations to fund the payment of their war debts to the U.S. 
The LDC debt cycle broke down in 1982—as the reparations cycle did in 
1931—when American creditors were no longer willing to provide 
additional loans to heavily indebted sovereign borrowers. !* 

Wriston was “a pioneer and a booster of the new international lending.” 
He maintained that “nations might experience temporary cash-flow 
problems, but they could never go bankrupt.” Wriston’s optimism was flatly 
contradicted by the tidal wave of sovereign defaults that badly damaged 
U.S. banks, including his own bank, during the 1930s. Wriston ignored that 
history. As one analyst commented, “The system through which bankers are 
recruited and promoted, at least in the United States, does not foster an 
acute historical sensibility. Bankers tend to be present minded.” !° 

The Office of the Comptroller of the Currency encouraged the growth of 
LDC lending by adopting a lenient interpretation of the rule that barred 
national banks from making loans to a single borrower in excess of 10% of 
their capital. The OCC stated that different public agencies of a single 
foreign government could be treated as separate borrowers if each agency 
used loans for its own activities and could also “service its debt.” The OCC 
allowed national banks to decide on their own whether foreign government 
agencies qualified as separate borrowers. A Senate committee later 


criticized the OCC for permitting national banks to “have loans outstanding 
to 20 different public entities in Brazil,” which “taken together may far 
exceed the [10%] limit.” ! 

Beginning in 1982, defaults by Mexico, Brazil, and other LDC borrowers 
inflicted huge losses on Citibank and other money center banks. By October 
1983, twenty-seven nations had defaulted on $239 billion of their debts. 
“Informal estimates concluded that many of the large U.S. money-center 
banks would have been insolvent if they had reported all their positions on a 
mark-to-market basis at the time the LDC crisis unfolded.”!’ Federal 
regulators adopted a policy of prolonged forbearance and did not force large 
banks to begin writing off their nonperforming LDC loans until 1987.'° 

The risky LDC loans of the 1970s and early 1980s proved to be as 
disastrous for creditors as the speculative foreign loans and foreign bonds 
that National City, Chase, and other big U.S. banks and securities firms 
arranged during the 1920s.!9 The large up-front fees that big banks received 
for underwriting foreign bonds during the 1920s and for syndicating LDC 
loans during the 1970s encouraged bankers to disregard longer-term risks 
during both periods.7° 

Money center banks spread the risks of LDC loans to regional banks that 
participated in their lending syndicates. The shareholders of money center 
and regional banks were the ultimate losers. Citibank wrote off almost a 
third of its LDC loans in 1987, and other money center and regional banks 
recorded similar charge-offs between 1987 and 1989. In 1989, Treasury 
Secretary Nicholas Brady issued the Brady Plan, which resolved the LDC 
loan crisis by restructuring $190 billion of LDC debt. The Brady Plan 
required U.S. and European banks to write off an additional $60 billion of 
their LDC loans between 1989 and 1994.*! The plight of bank shareholders 
during the late 1980s resembled the misfortune of “individuals who had 
bought foreign bonds in the 1920s.”72 

Citibank and other U.S. money center and regional banks also arranged 
domestic syndicated loans during the 1980s for U.S. energy producers, 
commercial real estate developers, and organizers of leveraged buyouts of 
corporations. Those loans, too, performed very badly. In 1990, large U.S. 
banks held several hundred billion dollars of high-risk loans on their 
balance sheets, and they charged off $140 billion of those loans between 
1986 and 1991.79 


The disastrous performance of syndicated loans during the 1970s and the 
1980s provided a clear warning about the likely behavior of money center 
banks if they were allowed to reenter the securities underwriting business. 
When U.S. authorities permitted banks to originate and securitize nonprime 
mortgage loans during the 1990s and 2000s, those banks faced similar 
destructive, short-term incentives in the form of up-front fees, as explained 
in Chapters 7 and 10. In 2013, former Fed chairman Paul Volcker pointed 
out that the LDC lending crisis was “something like ... the subprime 
mortgage thing.” Volcker explained that during the 1970s, “money was 
flowing through the big banks to Latin America in a way that arguably 
looked constructive for a while but was ultimately unsustainable.” In his 
view, the LDC lending frenzy resembled the avalanche of credit that big 
banks and securities firms poured into the nonprime mortgage market prior 


to the financial crisis of 2007—09.2* 


Wriston also attempted to evade Glass-Steagall’s restrictions by building a 
mutual fund business at Citibank during the 1960s. However, as discussed 
in Chapter 7, the Supreme Court outlawed Citibank’s “commingled 
investment account” in its 1971 decision in ICI v. Camp. Following that 
setback, Wriston spearheaded the banking industry’s campaign to repeal the 
Glass-Steagall Act. His successors, John Reed and Sanford (Sandy) Weill, 
continued to lead that fight until Congress passed the Gramm-Leach-Bliley 
Act (GLBA) in November 1999.° 

J. P. Morgan & Co. was the second leading participant in the banking 
industry’s assault on Glass-Steagall. After World War II, JPMC built up a 
large investment banking business in overseas markets, where Glass- 
Steagall’s limitations did not apply.*° In 1984, JPMC chairman Lewis 
Preston told his staff to prepare a white paper advocating the repeal of 
Glass-Steagall. Alan Greenspan was then a director of JPMC, and he was 
“very instrumental in getting that document out.”*” JPMC joined with 
Citicorp and Bankers Trust in persuading the Fed to issue its 1987 order 
approving Section 20 securities subsidiaries of bank holding companies.*° 
Preston’s successor, Dennis Weatherstone, led JPMC’s continued efforts to 
repeal Glass-Steagall during the 1990s.7° 


Like Wriston, Preston, and Weatherstone, Alan Greenspan was a fervent 
opponent of Glass-Steagall. Greenspan shared Wriston’s visceral dislike of 
government regulation and the New Deal. Greenspan was an acolyte and 
close friend of Ayn Rand from the early 1950s until her death in 1981. He 
shared her libertarian philosophy and her devotion to laissez-faire 
capitalism.°" During the 1960s, Greenspan “wrote several essays for the 
Rand publication, The Objectivist,” in which he “criticized both consumer 
protection and antitrust laws because they interfered with the free 
market.”°! Rand stood at Greenspan’s side in 1974, when he was sworn in 
as Chairman of the Council of Economic Advisers for President Ford.°¢ 

Greenspan remained deeply committed to a laissez-faire philosophy. In 
1997 (ten years after his appointment as Fed Chairman), Greenspan 
received the Adam Smith Award from the Association of Private Enterprise 
Education. In his acceptance speech, Greenspan said, “I have never lost 
sight of the fact that government regulation can undermine the effectiveness 
of private market regulation and can itself be ineffective in protecting the 
public interest.” According to Greenspan, “Regulation by government 
unavoidably involves some element of perverse incentives.” He believed 
that “rapidly changing technology” was making “much government bank 
regulation irrelevant.” Greenspan maintained that “market-stabilizing 
private regulatory forces should gradually displace many cumbersome, 
increasingly ineffective government structures.”°° 

In an interview with the New York Times in June 1987 (shortly before 
President Reagan appointed him as Fed Chairman), Greenspan called for 
unrestricted nationwide banking, the repeal of Glass-Steagall, and the 
removal of the BHC Act’s prohibitions on acquisitions of banks by 
commercial and industrial firms. Greenspan’s positions were identical to the 
Reagan administration’s policy agenda, which Treasury Undersecretary 
George Gould described in the same news article. Greenspan also said that 
he did not have any concerns about an “undue concentration of banking 
powers.”°* Greenspan’s views stood in sharp contrast to his predecessor, 
Paul Volcker, who warned that a “rush to deregulation” could produce an 
“undue concentration of banking resources.”°° 

During testimony before the Senate Banking Committee in December 
1987, Greenspan strongly endorsed a bill drafted by Senators William 
Proxmire (D-WI) and Jake Garn (R-UT). The Proxmire-Garm bill would 


have repealed Glass-Steagall’s anti-affiliation provisions and allowed bank 
holding companies to establish full-service securities subsidiaries. 
Greenspan praised the Proxmire-Garn bill for addressing “what is perhaps 
the single most important anomaly that now plagues our financial system— 
the artificial separation of commercial and investment banking.” Greenspan 
argued that the “repeal of Glass-Steagall would provide significant public 
benefits consistent with a manageable increase in risk.”°° 

Greenspan acknowledged that “securities activities are clearly risky,” as 
demonstrated by “the unprecedented decline in the stock market that 
occurred on October 19, 1987, and the subsequent market volatility.” 
However, he assured the Senate committee that “potential risks from 
securities activities can be effectively managed.” In his view, banks could 
be “effectively insulated from their securities affiliates through an 
appropriate structural framework” that included “institutional fire walls.” 
Greenspan pointed out that “one of the most important” firewalls in the 
Proxmire-Garn bill would prohibit a bank from “being able to lend to, or 
purchase assets from, its securities affiliate.” Greenspan believed that a 
“straightforward prohibition on lending to securities affiliates” was 
necessary to “limit the transfer of the risk of the securities activities to the 
federal safety net.”°” 

Greenspan advised the committee that existing limits on dealings 
between banks and their nonbank affiliates would not be adequate to 
contain the risks posed by securities affiliates. He explained that those 
limits, “embodied in sections 23A and 23B of the Federal Reserve Act, do 
not work as effectively as we would like and, because of their complexity, 
are subject to avoidance by creative interpretation, particularly in times of 
stress.”°° Greenspan recognized that, without stronger firewalls, Glass- 
Steagall’s repeal would permit banks to transfer their federal safety net 
subsidies (and their resulting cost-of-funding advantages) to their securities 
affiliates through extensions of credit and purchases of assets.°° 

Greenspan’s support for strong firewalls proved to be short-lived. In May 
1990, the ABA and other big-bank trade associations issued a report 
arguing that legislation to repeal Glass-Steagall should not include any 
additional firewalls between banks and their securities affiliates. The big- 
bank coalition maintained that existing laws, including Sections 23A and 


23B, would be adequate to prevent conflicts of interest and other adverse 


effects of such affiliations.*° 

Greenspan quickly fell in line with the big-bank lobby. In testimony 
before the Senate Banking Committee in July 1990, Greenspan said that the 
Fed was “reevaluating both the efficacy and desirability of substantial fire 
walls” between banks and securities affiliates. He gave two reasons for the 
Fed’s reassessment. First, the failure in early 1990 of Drexel Burnham, the 
fifth-largest U.S. securities firm, “raised serious questions about the ability 
of fire walls to insulate one unit of a holding company from funding 
problems of another.” The insolvency of Drexel’s holding company 
triggered creditor runs on Drexel’s broker-dealer subsidiaries and forced 
those subsidiaries into receiverships. Second, Greenspan expressed 
concerns that “high and thick fire walls reduce synergies and raise costs for 
financial institutions, a significant problem in increasingly competitive 
financial markets.”*! 

It was highly ironic that Greenspan cited the Drexel episode—when 
firewalls failed—to argue for weaker firewalls between banks and their 
securities affiliates. Like the big-bank lobby, Greenspan wanted to avoid 
strong firewalls and increase the value of expected “synergies” between 
banks and their securities affiliates. In his 1990 testimony, Greenspan said 
that “more limited fire walls,” including Sections 23A and 23B, would be 
sufficient if Congress allowed federal regulators to impose higher capital 
requirements and stricter supervisory standards on bank holding companies 
that owned securities subsidiaries.*¢ 

The big-bank coalition responded to Greenspan’s testimony with great 
enthusiasm. Bank trade associations hailed Greenspan’s statement as “a 
bold and ingenious stroke” and “a refreshing insight” because he argued 
that a “strict-firewalls approach” would be an “obstacle to efficiency in 
product and service integration.” Other supporters of big banks agreed that 
Greenspan’s testimony “effectively undermined the firewall concept.”*? 

Greenspan’s testimony in 1987 and 1990 should be remembered in the 
context of GLBA’s final provisions and the massive bailouts of financial 
holding companies during 2007-09. Greenspan recognized in 1987 and 
again in 1990 that banks would have strong incentives to transfer their 
federal safety net subsidies to their securities affiliates. Greenspan’s 1987 
testimony highlighted the importance of strong firewalls (including a “no 
transfer of credit” rule) to prevent the spread of those subsidies. In contrast, 


his 1990 testimony proposed high levels of capital and stricter supervisory 
standards as substitutes for strong firewalls. As will be discussed, GLBA 
relied almost exclusively on Sections 23A and 23B to prevent the spread of 
safety net subsidies. The Fed granted frequent waivers of Section 23A after 
1999 and did not impose strict capital requirements or tough regulatory 
standards on large diversified banks. The weak provisions of GLBA and the 
Fed’s lax regulatory policies produced a massive and costly expansion of 
the federal safety net during the decade after GLBA’s passage. 

Congress did not pass the Proxmire-Garn bill in 1987 or 1988, just as it 
had failed to pass a similar Senate bill sponsored by Senator Garn in 1984. 
The securities and insurance industries and community banks worked 
together to defend Glass-Steagall, and they received significant help from 
influential Democratic members of Congress. One of Glass-Steagall’s most 
determined champions was Representative John Dingell (D-MI), whose 
father strongly supported the passage of the Glass-Steagall Act as a 
Michigan congressman in 1933.44 

After the stock market crashed in October 1987, Glass-Steagall’s 
defenders pointed out that the legislation played a highly beneficial role by 
preventing a contagious spillover of risks and losses from securities firms to 
commercial banks.*° In addition, the big-bank lobby was_ severely 
embarrassed when news media reported that Continental Illinois—the 
recipient of a billion-dollar federal bailout in 1984—extended more than 
$600 million of loans to rescue its troubled options trading subsidiary (First 
Options) during the 1987 crash. Continental’s emergency loans exceeded 
the lending limit that the OCC imposed when it allowed Continental to 
acquire First Options in 1986. Members of Congress strongly criticized 
Continental, and the First Options fiasco helped to block the banking 
industry’s efforts to repeal Glass-Steagall in 1987 and 1988.*° 


Big banks persisted in their campaign to remove geographic and product 
line barriers to their expansion, and they received enthusiastic support from 
President George H.W. Bush’s administration. In January 1991, the Bush 
Treasury Department issued a blueprint for comprehensive deregulation, 
entitled Modernizing the Financial System. The Treasury plan and the 
accompanying report presented the same three legislative proposals that 


Treasury Undersecretary George Gould had floated in 1987—unrestricted 
nationwide banking and branching, the repeal of Glass-Steagall, and the 
removal of barriers to combinations between banks and commercial or 
industrial firms.*” Congress adopted the first two proposals in 1994 and 
1999, thereby paving the way for the creation of giant financial 
conglomerates that stretched across the nation and encompassed all sectors 
of the financial industry.*® 

The campaign to authorize nationwide banking: Treasury’s first 
proposal called upon Congress to authorize unrestricted nationwide banking 
through interstate acquisitions of banks by bank holding companies as well 
as interstate branching. In the late 1970s, states began to exercise their right, 
under Section 3(d) of the BHC Act, to permit out-of-state bank holding 
companies to acquire banks within their borders. By 1991, thirty-three 
states allowed acquisitions of local banks by bank holding companies 
headquartered anywhere in the U.S. (subject to reciprocity requirements in 
twenty-one states). Thirteen other states allowed entry by out-of-state bank 
holding companies if their home states were located within a defined 
geographical region and also offered reciprocal access. The Treasury plan 
urged Congress to repeal all federal and state limitations on interstate 
acquisitions of banks by bank holding companies.*? 

The Treasury plan also advocated a new federal law that would allow 
national banks to establish branches on a nationwide basis, either by 
merging with banks in other states or by opening de novo branches across 
state lines. That proposal represented a more radical change to existing law, 
because in 1991 the McFadden Act prohibited national banks and state 
member banks from establishing branches across state lines.°° 

The Treasury report argued that nationwide banking and branching would 
create stronger and safer banks through geographic diversification. The 
report also contended that nationwide banking and branching would 
improve the efficiency, competitiveness, and profitability of the banking 
industry, as well as providing greater convenience to large corporations, 
residents of multistate urban areas, and travelers.°! The Treasury plan 
contemplated “a rapid consolidation of most of the banking industry into a 
small number of large nationwide banks.”°* 

In a 1992 article, I warned that nationwide megabanks would pose 
significant risks to the U.S. financial system and the broader economy for 


several reasons. I questioned whether executives could effectively manage, 
or whether regulators could effectively supervise, the multitude of risks 
created by complex financial giants. In addition, Treasury’s argument that 
larger banks would be safer banks was contradicted by the woeful 
performance of many large banks during the 1980s and early 1990s. Eleven 
of the fifty largest U.S. banks failed or required federal bailouts between 
1980 and 1992.°° The biggest U.S. banks had the lowest capital ratios, the 
weakest earnings, and the highest percentages of nonperforming loans in 
1990.4 

Several studies published since 1992 support my doubts about the 
claimed advantages and benefits of nationwide megabanks. A 2010 study 
concluded that large-scale diversification by banks increases the likelihood 
of a systemic financial crisis by producing a higher correlation of risk 
exposures among a smaller number of big banks. In turn, that higher 
correlation of risk exposures among a concentrated group of megabanks 
generates a stronger probability of systemic contagion and joint failures.°° 
A 2013 study found that U.S. banks that expanded across state lines 
between 1986 and 2007 had lower market valuations, in part because they 
increased their lending to insiders (senior managers and large shareholders) 
and also recorded higher levels of nonperforming loans. Thus, geographic 
diversification intensified agency problems and encouraged greater risk- 
taking.°° Two additional studies concluded that larger and more diversified 
banks were at least as risky as smaller banks during the 1980s and 1990s 
because larger banks operated with lower capital ratios and assumed greater 
risks in their lending operations and other activities.°’ Similarly, two studies 
of bank failures during the Great Depression found that banks with 
branches were more likely to fail than unit banks because branching banks 
operated with lower liquidity reserves and took on greater risks during the 
1920s.°° 

A 2017 study determined that states experienced more intense boom-and- 
bust cycles during the 1980s and early 1990s if they authorized interstate 
banking before 1983. States that were early adopters of interstate banking 
experienced bigger credit booms (including larger increases in household 
debt) and faster economic growth during the 1980s. However, the same 
states produced higher percentages of nonperforming loans and suffered 
more severe recessions during the early 1990s.°° 


Another 2017 study found that the four biggest U.S. banks—Bank of 
America (BofA), Citigroup, JPMC, and Wells Fargo—reduced their small 
business lending to a much greater extent during the financial crisis of 
2007-09, compared with other banks. Counties in which the four biggest 
banks had larger market shares experienced slower employment growth, 
higher unemployment rates, larger declines in wages, and more unfavorable 
terms for small business credit, compared with counties in which the top 
four banks had relatively small market shares. Thus, the four largest banks 
provided inferior services to small business and local communities during 
the financial crisis, as they instituted the most severe cutbacks in lending to 
small businesses, and those cutbacks inflicted serious economic damage on 
the local communities served by those businesses. 

My 1992 article also argued that nationwide megabanks would make the 
too-big-to-fail (TBTF) problem much worse by creating giant banks that 
posed systemic threats to the U.S. financial system. Federal regulators 
invoked the TBTF rationale when they bailed out several large regional 
banks during the banking crisis of the 1980s and early 1990s—including 
Continental Illinois in 1984, First RepublicBank in 1988, and Bank of New 
England in 1991. Regulators protected uninsured depositors in large 
regional banks in order to prevent creditor runs on large money center 
banks, which faced equally severe problems during that period.°! 

James Barth, Dan Brumbaugh, and Robert Litan concluded that “the 
largest banks, as a group, pose[d] the greatest risk to the FDIC” in 1990. 
Several money center banks—including Citicorp, Chase Manhattan, 
Chemical, and Manufacturers Hanover—had inadequate loan loss reserves 
and “very thin capital margins.”°* Federal regulators provided extensive 
forbearance to Citicorp during the 1980s and early 1990s, as Citicorp 
recorded massive losses from risky loans in multiple sectors (including 
LDC loans, commercial real estate loans, residential mortgages, and other 
consumer loans).°? 

The Fed also supported large banks by rapidly cutting short-term interest 
rates during 1991 and by maintaining very low short-term rates during 1992 
and 1993. Large banks took advantage of the resulting gap between long- 
term and short-term interest rates by investing their low-yielding deposits in 
higher-yielding Treasury bonds and mortgage-backed securities. The Fed’s 


highly accommodating monetary policy helped Citicorp and other troubled 
large banks to recover from their severely impaired condition in 1990. 


Given the very serious problems that large banks confronted during the 
1980s and early 1990s, the 1991 Treasury plan did not seek to abolish the 
TBTF policy. Instead, the Treasury plan recommended that the TBTF 
policy should be codified by enacting a new “systemic risk exception.” That 
exception would give federal officials explicit authority to protect uninsured 
depositors and other creditors of a failing megabank in order to prevent or 
mitigate “systemic risk.”°° 

In December 1991, Congress passed the Federal Deposit Insurance 
Corporation Improvement Act (FDICIA), which strengthened the 
supervisory, enforcement, and resolution powers of federal bank 
regulators.©° As the Treasury plan proposed, FDICIA required regulators to 
take “prompt corrective action” and implement “early resolution” policies 
when dealing with troubled banks. Those policies mandate that regulators 
should impose sanctions on undercapitalized banks and should close 
severely troubled banks before they become insolvent.°” 

FDICIA also established a “least-cost test” for resolving failed banks. 
That test bars the FDIC from protecting uninsured depositors and other 
creditors in most failed banks.®® However, as the Treasury plan 
recommended, FDICIA included a systemic risk exception to the least-cost 
test. Under that exception, the Fed, the FDIC, and Treasury can jointly 
agree to protect uninsured creditors of a failed bank to “avoid or mitigate 
serious adverse effects on economic conditions or financial stability.”°° 
Thus, as my 1992 article explained, FDICIA “for the first time provides a 
clear statutory basis for the ‘too big to fail’ doctrine” and thereby codified 
TBTF treatment for megabanks.”° 

FDICIA contained a second very significant expansion of the federal 
safety net, which greatly benefited securities firms and other nonbanks. 
Section 473 of FDICIA amended Section 13(3) of the Federal Reserve Act 
by allowing the Fed to provide emergency loans to nonbanks, secured by 
pledges of any collateral that the Fed determined to be satisfactory, 
including securities and other financial instruments. Prior to 1991, the Fed 
could not accept securities or many other types of private financial 


obligations as collateral for emergency loans to nonbanks under Section 
13(3). 

Goldman Sachs and other large securities firms urged Congress to amend 
Section 13(3) after the Fed allowed Drexel Burnham to fail in 1990. Senator 
Christopher Dodd (D-CT) explained that the amendment would allow the 
Fed “to make fully secured loans to securities firms in instances similar to 
the 1987 stock market crash.””' Morgan Ricks concluded—and I agree— 
that FDICIA’s expansion of the Fed’s Section 13(3) authority provided 
strong encouragement for the explosive growth of securities firms and the 
rapid expansion of their short-term liabilities (including commercial paper 
and repos) after 1991.’¢ 

Community banks and consumer groups defeated efforts by the George 
H. W. Bush administration and the big-bank lobby to include interstate 
banking provisions in FDICIA.’? Consequently, the Treasury plan’s 
recommendation for nationwide banking remained on the big-bank agenda 
when Bill Clinton became president in January 1993.’4 

The Clinton administration worked closely with big banks to secure 
passage of the Riegle-Neal Interstate Banking and Branching Efficiency 
Act (Riegle-Neal) in September 1994. Riegle-Neal authorized nationwide 
banking and branching by 1997, in accordance with the Treasury plan’s 
recommendation.’°? Community banks and consumer groups failed to block 
the legislation after the insurance industry saw “passage as inevitable” and 
“dropped its opposition.”’° When President Clinton signed the legislation, 
he declared, “Our work is far from over,” and he promised to push for 
further deregulation of the financial industry.’” 

TheRiegle-Neal Act accelerated the wave of consolidation that was 
already sweeping through the banking industry.’? Bank regulators and the 
Department of Justice encouraged that consolidation trend by applying very 
lenient antitrust review standards to bank mergers. Seventy-four 
megamergers—in which the acquiring and acquired banks each held more 
than $10 billion of assets—occurred between 1990 and 2005. During the 
same period, the ten largest U.S. banks increased their share of U.S. 
banking assets from 25% to 55%. The three largest U.S. banking 
organizations in 2007—Citigroup, BofA, and JPMC—each owned more 
than $1.5 trillion of assets at the end of 2007. Wachovia, the fourth-largest 


bank, had almost $800 billion of assets at the end of 2007.” As the largest 
banks exploded in size, they also acquired unprecedented political clout.°° 

The campaign to repeal the Glass-Steagall Act: The second major 
proposal in the 1991 Treasury plan was to remove the structural barriers in 
the Glass-Steagall and BHC Acts that separated banks from securities firms 
and insurance companies. The Treasury report argued that unrestricted 
affiliations between banks and other providers of financial services would 
create “a stronger, more diversified financial system that will provide 
important benefits to the consumer” and promote “market innovation.”?! 
The report also contended that U.S. banks needed broader powers to 
compete with the universal banking powers that European banks would 
exercise under the European Union’s Second Banking Directive, beginning 
in 1993.° 

The Treasury report acknowledged that federal agencies had already 
opened loopholes that permitted banking organizations to engage “in a 
broad range of securities activities,’ including securitizing loans and 
underwriting bank-ineligible securities through Section 20 subsidiaries. 
However, the report pointed out that those agency-created loopholes 
contained “numerous restrictions” and imposed undesirable burdens, 
including “strict ‘firewall’ requirements.” The Treasury report also warned 
that deregulation based on agency rulings was proceeding in “a piecemeal, 
inefficient, and often irrational manner.”®° 

The Treasury report therefore urged Congress to authorize financial 
holding companies, which could own full-service banks, securities firms, 
and insurance companies, “so that natural synergies can be realized.” The 
report stated that businesses and consumers would benefit from “a greater 
variety of products at competitively lower prices.” At the same time, 
diversified financial holding companies would produce “a more stable 
stream of income,” thereby improving “the overall stability of financial 
markets.”°* The report further argued that Sections 23A and 23B of the 
Federal Reserve Act would provide adequate “firewalls” without impairing 
the “operational, managerial, or marketing synergies between a bank and its 
financial affiliates.”°° 

FDICIA did not include Treasury’s financial holding company proposal, 
due to the joint opposition of the insurance industry, community banks, and 
consumer groups.°° After Congress passed the Riegle-Neal Act in 1994, the 


big-bank lobby renewed its campaign to break down Glass-Steagall’s 
barriers. The political landscape gradually shifted in favor of financial 
deregulation between 1995 and 1998. The largest securities firms and 
insurance companies concluded in 1996 that they could not prevent the 
continuing erosion of the Glass-Steagall and BHC Acts through regulatory 
loopholes. Accordingly, they decided to join big banks in endorsing the 
financial holding company concept, which offered a “two-way street” by 
enabling securities firms and insurance companies to acquire banks. As a 
result of that shift, insurance agents and community banks were the only 
major trade groups that still defended Glass-Steagall.°” 

In April 1998, Travelers and Citicorp announced their decision to merge 
under the name of Citigroup, thereby creating the world’s largest financial 
institution with over $1 trillion of assets. Travelers was a major insurance 
company that controlled a large securities broker-dealer (Salomon 
Brothers), while Citicorp was the biggest U.S. bank holding company. The 
Citigroup merger created the first “universal bank” that could offer 
comprehensive banking, securities, and insurance services in the U.S. since 
the 1930s.°° 

Citigroup’s co-leaders—Sandy Weill of Travelers and John Reed of 
Citicorp—declared that Citigroup would offer unparalleled convenience to 
customers through “one-stop shopping” for a wide range of banking, 
securities, and insurance services.°? They argued that Citigroup would have 
a superior ability to withstand financial shocks by virtue of its broadly 
diversified activities. Weill proclaimed, “We are creating a model financial 
institution of the future. ... In a world that’s changing very rapidly, we will 
be able to withstand the storms.”2° Thus, Citigroup’s founders cited the 
same expected benefits of universal banking that the 1991 Treasury report 
had touted. Many academics agreed that universal banking would provide 
significant benefits.?! 

By approving the Citigroup merger, the Fed “challenge[d] both the 
statutory letter and regulatory spirit” of the Glass-Steagall and BHC Acts.? 
The only source of statutory authority for the merger was a temporary 
exemption in the BHC Act, which allowed newly formed bank holding 
companies to retain nonconforming assets for up to five years.2° As a 
banking lawyer explained, that temporary exemption was “intended to 
provide an orderly mechanism for disposing of impermissible activities, not 


warehousing them in hopes the law would change so you could keep 
them.”°4 

The Citigroup merger confronted Congress with a Hobson’s choice: 
either Congress could repeal the anti-affiliation rules of the Glass-Steagall 
and BHC Acts or Citigroup would be forced to divest all of its 
nonconforming activities within five years.?° The Citigroup deal effectively 
put a gun to the head of Congress, and it did so with the blessing of the 
federal government’s leaders. Sandy Weill and John Reed consulted with 
Fed Chairman Alan Greenspan, Treasury Secretary Robert Rubin, and 
President Clinton before they announced the Citigroup merger. All three 
officials endorsed the transaction.*° Based on those consultations, Reed told 
the press that Travelers and Citicorp were confident “there wasn’t a legal 
problem” with the merger.?’ 

The advance clearance that Travelers and Citicorp received from Clinton, 
Greenspan, and Rubin was extraordinary and, to my knowledge, 
unprecedented. The kid-glove treatment that top federal officials provided 
to Travelers and Citicorp merger demonstrated the enormous influence that 
the largest banks and Wall Street firms wielded in their dealings with 
politicians and regulators.?° The federal government’s advance blessing for 
Citigroup provided “a stark example of the ease with which the powerful on 
Wall Street got the ear of key policymakers, and also how easily the Fed, 
through its rulings, could bypass the intentions of Congress.”?° 

Weill and Citigroup spearheaded the final assault on Glass-Steagall, with 
enthusiastic support from the Clinton administration. Big banks, securities 
firms, and insurance companies joined Citigroup in financing that 
campaign, which spent more than $300 million on lobbying and political 
contributions. !”° 

Alan Greenspan strongly endorsed the repeal of Glass-Steagall. He told 
Congress that Glass-Steagall’s “archaic statutory barriers” threatened to 
“undermine the global dominance of American finance” as well as “the 
continued competitiveness of our financial institutions.” He hailed the 
benefits of “one-stop shopping” that he believed universal banks would 
provide to businesses and consumers.!?! 

Treasury Secretary Robert Rubin advised Congress that Glass-Steagall 
imposed “unnecessary costs on the financial system” and could “impede 
safety and soundness by limiting revenue diversification.” He agreed with 


Greenspan that concerns about “firewalls” between banks and_ their 
nonbank affiliates were “adequately addressed” by Sections 23A and 
23B./°2 Rubin was a former co-CEO of Goldman Sachs, and he maintained 
a network of close relationships with leaders of major banks and securities 
firms. Similarly, President Clinton had strong friendships with leading 
financiers, and he welcomed political contributions from big banks, Wall 
Street firms, and their trade associations.!°° In May 1996, Clinton was the 
featured guest at a White House political fundraiser hosted by the 
Democratic National Committee. Top executives from several of the 
nation’s largest banks attended the event, along with Rubin, other senior 
Treasury officials, and Comptroller of the Currency Eugene Ludwig (the 
top regulator of national banks). The fundraiser included a discussion of 
strategies for repealing Glass-Steagall! 

Congress approved GLBA in November 1999, due to the Clinton 
administration’s efforts as well as the unified support of big banks, 
securities firms, and insurance companies.!°? During the congressional 
debates, supporters argued that GLBA would (1) eliminate the “inefficient 
and costly” and potentially “unstable” loopholes created by federal agency 
rulings and (2) replace those loopholes with a clearly defined legal 
framework authorizing full-scale affiliations between banks, securities 
firms, and insurance companies.!°° 

At the signing ceremony for GLBA, President Clinton declared, “This is 
a very good day for the United States. ... [W]e have done right by the 
American people.”!°’ Treasury Secretary Lawrence Summers—who 
succeeded Rubin in July 1999—stated, “With this bill, the American 
financial system takes a major step forward towards the 21st century. ... I 
believe we have found the right framework for America’s future financial 
system.”!8 Senator Phil Gramm (D-TX), whose free-market zeal matched 
Greenspan’s, proclaimed that “when Glass-Steagall became law, it was 
believed that government was the answer. ... We are here to repeal Glass- 
Steagall because we have learned that government is not the answer.”!°9 A 
few months after GLBA’s passage, Gramm described Wall Street as “the 
very nerve center of American capitalism ... to me, that’s a holy place.” 

In contrast to the rosy predictions of GLBA’s supporters, GLBA’s 
opponents argued that universal banks would create financial risks and 
speculative excesses similar to those of the 1920s. Opponents warned that 


regulators would almost certainly give TBTF protection to universal banks, 
and that the repeal of Glass-Steagall could trigger a financial crisis 
comparable to the Great Depression.!!! Senator Paul Wellstone (D-MN), a 
strong opponent of GLBA, stated: 


We seem determined to unlearn the lessons from our past mistakes. ... Glass-Steagall was 
intended to protect our financial system by insulating commercial banking from other forms of 
risk. ... Now Congress is about to repeal that stabilizer without putting any comparable 


safeguard in its place.!!* 


To stop universal banks from transferring their federal safety net 
subsidies to their securities and insurance affiliates, GLBA relied primarily 
on “firewalls” created by (1) the separate corporate identities of banks and 
their nonbank affiliates and (2) Sections 23A and 23B of the Federal 
Reserve Act.!!% As Joseph Stiglitz pointed out, the “firewall” arguments of 
GLBA’s supporters relied on “an obvious intellectual inconsistency.” If 
FDIC-insured banks and the federal safety net needed to be shielded from 
the risks posed by securities and insurance affiliates, “what were the 
benefits of integration?” If, on the other hand, Congress maintained only 
flimsy and porous buffers to preserve “economies of scope” across financial 
holding companies, that approach would impose significant risks on the 
FDIC and taxpayers and allow banks to transfer their safety net subsidies to 
their affiliates.'‘4 During the debates over GLBA, Senator Wellstone 
warned his colleagues that the “firewalls” remaining after the repeal of 
Glass-Steagall would be “weak” and would almost certainly disappear 
during a future financial crisis.'!° 

In 1995, Paul Volcker warned Congress that regulators would be forced 
to extend the federal safety net to protect large securities firms if they were 
allowed to affiliate with large banks. In testimony before the House 
Banking Committee, Volcker stated: 


It is obvious that if you had a large investment bank allied with a large [commercial] bank, the 
possibility of a systemic risk arising is evident. ... It may be even evident with the investment 
bank alone. We are trying to keep them out of the so-called safety net now, but certainly you 


cannot keep them out if they are combined with a banking institution.'!° 


Under Section 23A of the Federal Reserve Act, banks may extend credit 
to, and may purchase assets from, their nonbank affiliates if banks comply 
with specified quantitative limits, collateral requirements, and qualitative 


standards. The effectiveness of Section 23A is undercut by a number of 
statutory exemptions, which provide ample opportunities to avoid Section 
23A’s restrictions. In addition, the Fed possessed unilateral authority to 
waive Section 23A’s requirements until 2010.'!” 

The first acid test of GLBA’s firewalls occurred with the terrorist attacks 
on September 11, 2001. When the attacks threatened to disrupt financial 
markets on Wall Street, the Fed flooded the markets with liquidity by 
purchasing $150 billion of government securities and extending more than 
$45 billion of discount window loans to banks. The Fed also suspended 
Section 23A’s quantitative limits on affiliate transactions so that major 
banks could make large transfers of funds to their securities affiliates.'!° In 
2002, I argued that the Fed’s waivers of Section 23A following 9/11 showed 
that “the [Fed] views the survival of major financial conglomerates as an 
indispensable element of its broader mission to preserve market stability. 
Market participants therefore have strong reasons to expect that the TBTF 
policy will be applied to all important subsidiaries of leading financial 
holding companies.”!!? 

After the financial crisis began in mid-2007, the Fed approved very broad 
waivers of Section 23A, which allowed big banks to make huge transfers of 
funds to rescue their securities affiliates and money market mutual funds. 
The Fed also approved waivers of Section 23A that (1) helped Goldman 
Sachs and Morgan Stanley to survive the crisis by making emergency 
conversions into bank holding companies and (2) enabled GMAC to 
finance vehicle sales by General Motors (GM) after the federal government 
bailed out both GM and GMAC.'° The Fed’s extraordinary waivers after 
mid-2007 authorized “massive transfers of funds” from large banks to their 
nonbank affiliates, which “exposed banks to risks associated with their 
affiliates’ nonbanking business and transferred [the] federal subsidy outside 
the [banking] system.”!+! 

The Fed’s large-scale waivers of Section 23A during the financial crisis 
were part of a comprehensive series of bailouts for large financial 
conglomerates in the banking, securities, and insurance sectors. As 
described in Chapter 11, those bailouts flatly contradicted the repeated 
promises made by GLBA’s supporters that Glass-Steagall’s repeal would 
avoid any extension of the federal safety net beyond traditional banks.!*? 


In contrast, GLBA’s opponents proved to be absolutely right when they 
warned that Glass-Steagall’s repeal would inevitably lead to TBTF bailouts 
of large financial holding companies. On the evening the House of 
Representatives passed GLBA, Congressman John Dingell predicted: 


What we are creating now is a group of institutions which are too big to fail. ... Taxpayers are 
going to be called upon to cure the failures we are creating tonight, and it is going to cost a lot of 


money, and it is coming. Just be prepared for those events. !*° 


In 2002, I similarly warned that GLBA would “extend the scope of the 
TBTF subsidy to reach nonbank affiliates of large financial holding 
companies” because federal regulators would likely “conclude that they 
should protect nonbank affiliates of big financial conglomerates during 
economic disruptions in order to reduce systemic risk.” Accordingly, I 
predicted that “major segments of the securities and life insurance industry 
will be brought within the scope of the TBTF doctrine, thereby expanding 
the scope and cost of federal ‘safety net’ guarantees.”!** The enormous 
bailouts that occurred across the entire span of U.S. financial industry 
during 2007—09 exceeded my worst expectations in 2002. 

The campaign to deregulate OTC derivatives: The third major goal of 
the legislative campaign pursued by financial giants during the 1990s was 
to insulate over-the-counter derivatives from any substantive regulation by 
the Commodity Futures Trading Commission or the Securities and 
Exchange Commission. Markets for OTC derivatives expanded rapidly 
during the 1990s, and those markets grew much larger than markets for 
exchange-traded derivatives.!*° The biggest U.S. banks and securities firms 
controlled about 40% of the global OTC derivatives market in 1998.!2° 
However, the exemption of OTC derivatives from regulation under the 
Commodity Exchange Act had a precarious status, as it depended on a 1993 
rule issued by the CFTC.!27 

The explosive growth of OTC derivatives was accompanied by numerous 
warning signs about their potential risks. The first danger signal occurred 
when “portfolio insurance” collapsed during the stock market crash in 
October 1987. Portfolio insurance was a derivatives-based hedging strategy 
that used short sales of exchange-traded stock index futures to offset 
declines in stock prices. It was the harbinger of a “brave new world of 


synthetic instruments [based on] dynamic trading strategies.” !7® 


When the stock market crashed in October 1987, portfolio insurance 
triggered huge volumes of sell orders for stock index futures, and liquidity 
quickly disappeared from futures markets. The collapse of prices for stock 
index futures had a contagious impact that accelerated the plunge in stock 
market prices.!*? “Many observers, including the Brady Commission, 
concluded that portfolio insurance increased the severity of the [1987] crash 
by magnifying selling pressures in both the stock market and the futures 
markets.” !°° 

In 1994, the Fed’s unexpected decision to increase short-term interest 
rates significantly inflicted huge losses on institutional investors who had 
purchased highly leveraged OTC interest rate derivatives. Gibson 
Greetings, Procter & Gamble, and several other investors sued their dealer, 
Bankers Trust. They alleged that Bankers Trust sold them complex interest 
rate derivatives without disclosing the very high risks of those instruments. 
Bankers Trust paid more than $250 million to settle investor lawsuits as 
well as enforcement actions filed by the CFTC and SEC. 

Similarly, Orange County, California, sued Merrill Lynch after losing 
$1.6 billion on highly leveraged interest rate derivatives that the county 
bought from Merrill. Merrill ultimately paid $470 million to settle civil, 
criminal, and SEC claims related to the Orange County debacle.'*! In 1995, 
Barings Bank, a prominent U.K. investment bank, collapsed after it lost 
more than $1.4 billion on speculative derivatives trades made by Nicholas 
Leeson, the general manager of Barings’ Singapore subsidiary.!** 

The U.S. General Accounting Office issued a report in 1994 warning that 
OTC derivatives posed significant systemic risks as a result of regulatory 
gaps and the high concentration of OTC derivatives exposures within a 
small group of large banks and securities firms. Members of Congress 
introduced four bills calling for stronger supervision of OTC derivatives.!°° 

The International Swaps and Derivatives Association responded with a 
vigorous lobbying campaign to head off the threat of federal regulation. 
ISDA represented big banks and securities firms that were leading dealers 
in OTC derivatives, as well as large corporate end-users.!°* ISDA blocked 
all four bills dealing with OTC derivatives in 1994—95, thereby achieving 
“one of the most startling triumphs for a Wall Street lobbying campaign in 
the twentieth century.”!°° The Clinton administration and the Fed also 
strongly opposed any federal regulation of OTC derivatives. Fed Chairman 


Alan Greenspan urged Congress to reject the proposed bills because they 
would create “a regulatory regime that is itself ineffective and that 
diminishes the effectiveness of market discipline.”!°° 

Derivatives problems persisted, however. Dealers and end-users suffered 
significant derivatives-related losses during the Mexican and East Asian 
financial crises of 1995 and 1997. JPMC paid almost $600 million to settle 
lawsuits brought by Korean banks and securities firms after they incurred 
large losses on OTC currency swaps sold by JPMC.!°7 

In May 1998, another regulatory threat appeared. Under the leadership of 
Chairman Brooksley Born, the CFTC issued a “Concept Release,” which 
requested public comment on the question of whether the CFTC should 
issue new rules governing OTC derivatives.!°° The Concept Release noted 
“the explosive growth in the OTC market in recent years” as well as “the 
number and size of losses even among large and sophisticated users” of 
derivatives. The Concept Release stated that the CFTC would consider 
whether it should modify its 1993 exemption for OTC derivatives “to 
enhance the fairness, financial integrity, and efficiency of this market.” !°9 

Robert Rubin, Alan Greenspan, and SEC Chairman Arthur Levitt 
responded to the Concept Release by expressing their “grave concerns,” and 
they “seriously question[ed] the CFTC’s jurisdiction in this area.” They 
strongly criticized the Concept Release for increasing “the legal 
uncertainty” surrounding OTC derivatives.'“? Born refused to withdraw the 
Concept Release, and ISDA lobbied Congress to impose a legislative 
moratorium on the CFTC’s authority to regulate OTC derivatives. The 
Treasury, Fed, and SEC vigorously supported the proposed moratorium. ‘*! 

At a Senate hearing in July 1998, Treasury Deputy Secretary Lawrence 
Summers stated that the “dramatic growth of the [OTC] market in recent 
years is testament not merely to the dynamism of modern financial markets 
but to the benefits that derivatives provide for American businesses.” 
Summers argued that the CFTC’s Concept Release “cast the shadow of 
regulatory uncertainty over an otherwise thriving market” and created “the 
risk that the U.S. will see its leadership position in derivatives erode” if 
dealers and end-users moved their derivatives activities to foreign countries. 
Summers maintained that there was “no clear evidence of a need for 
additional regulation of the institutional OTC derivatives market.” Dealers 
in OTC derivatives were “largely sophisticated financial institutions” that 


were “eminently capable of protecting themselves from fraud and 
counterparty insolvencies and ... are already subject to basic safety and 


soundness regulation under existing banking and securities laws.” !4 

Alan Greenspan echoed Summers’ views at the same Senate hearing. He 
agreed with Summers that, “aside from safety and soundness regulation of 
derivatives dealers under the banking or securities laws, regulation of 


derivatives transactions that are privately negotiated by professionals is 


unnecessary.” !49 


Two months later, a major crisis erupted at Long-Term Capital 
Management (LTCM). That crisis demonstrated that Summers’ and 
Greenspan’s faith in the effectiveness of market discipline for OTC 
derivatives was completely unfounded. 

LTCM, a large hedge fund, was founded in 1994 by “a dazzling array of 
partners,” including Nobel laureates Myron Scholes and Robert Merton. 
Together with Fischer Black, Scholes and Merton developed modern option 
pricing theories, which provided the intellectual foundation for trading 
models that were widely used in OTC derivatives market. LTCM’s other 
founders included former Fed Vice Chairman David Mullins and John 
Meriweather, the leader of Salomon Brothers’ legendary bond trading team 
during the 1980s. Meriweather recruited several members of that team to 
join LTCM.'** During a 1999 hearing, Representative Marge Roukema (R- 
NJ) described LTCM as “the Cadillac of Hedge Funds. It had star 
quality.” !4° 

LTCM produced large profits between 1994 and 1997 by using highly 
leveraged trading strategies that relied heavily on OTC derivatives. LTCM’s 
profits caused the fund’s investors, lenders, and counterparties to ask very 
few questions about the risks inherent in its financial condition and trading 
strategy. In early 1998, LTCM held about $5 billion of equity capital, while 
its huge investment portfolio included $125 billion of securities (including 
large volumes of debt securities borrowed from commercial and investment 
banks under repurchase agreements) and derivatives with total notional 
values of $1.25 trillion.'“° 

LTCM’s primary strategy during 1998 was to make “convergence- 
arbitrage” trades, which sought to exploit pricing discrepancies between 
higher-risk private sector debt securities and lower-risk U.S. and foreign 
government bonds. LTCM believed that global markets would be relatively 


calm in 1998, due to the favorable effects of support programs provided by 
the International Monetary Fund, the U.S., and other Western nations to 
Asian countries in response to the East Asian financial crisis in 1997. 
LTCM predicted that credit spreads between risky and “safe” bonds would 
narrow (converge) in 1998. In addition, LTCM aggressively sold equity 
options because it believed that volatility in global equity markets would 
decline. LTCM’s trading positions were based on “value at risk” (VAR) 
models derived from Scholes’ and Merton’s theoretical work. LTCM’s risk 
models assumed that disruptive events like a sovereign bond default or a 
stock market crash were very unlikely to happen in 1998.!47 

In August 1998, Russia devalued the ruble and defaulted on debts owed 
to foreign creditors. The IMF did not intervene with a rescue package, as 
many investors had expected. Russia’s devaluation and debt default 
triggered a global “flight to quality” as investors frantically bought “safe,” 
very liquid securities (especially U.S. Treasury bonds) and unloaded their 
positions in illiquid, higher-risk securities and related derivatives. Yield 
spreads between high-risk and low-risk debt securities widened 
dramatically, and the volatility of equity markets soared. Those events dealt 
a death blow to LTCM’s “convergence” strategy and doomed LTCM. 
Scholes later admitted that the VAR models used by LTCM and other major 
financial institutions failed to anticipate the “liquidity risk” that suddenly 
materialized in August 1998.!*° 

By mid-September, LTCM had lost $4.4 billion of its capital and 
appealed to the Fed for help. The Fed concluded that a default by LTCM 
could paralyze global financial markets by setting off a “chain reaction” of 
failures among large derivatives dealers as well as “fire-sale” liquidations of 
securities and other assets connected to OTC derivatives.'4? Federal 
regulators also determined that major banks and securities firms had 
engaged in “herd behavior” by copying LTCM’s trades. As a result, those 
financial giants were exposed to the same types of losses that crippled 
LTCM. Regulators feared that LTCM’s collapse might threaten the survival 
of some large banks and securities firms.!°° 

To prevent a systemic financial crisis, the Fed cut short-term interest rates 
three times in seven weeks. The Fed also arranged an emergency rescue of 
LTCM by fourteen of the largest U.S. banks and securities firms. The rescue 
group injected $3.6 billion of new capital into LTCM in return for 90% of 
the hedge fund’s equity. The LTCM crisis confirmed previous warnings by 


many commentators about the systemic dangers posed by OTC 
derivatives.'°! For example, I predicted in 1995 that “the [federal] 
government would undoubtedly take steps to prevent any future failure of a 
major OTC dealer from precipitating a systemic crisis.”!°? 

The 1998 financial crisis inflicted punishing losses on Citigroup, BofA, 
Bankers Trust, and other U.S. and foreign financial conglomerates. Bankers 
Trust suffered more than $2 billion of losses from speculative trading bets 
and soured investments during 1998 and 1999. To prevent Bankers Trust’s 
failure, the Fed approved an expedited sale of that bank to Deutsche Bank 
in 1999.1°9 

The 1998 crisis revealed that regulators and market participants were 
completely unaware of the magnitude and correlation of risk exposures held 
by LTCM and major financial institutions in the form of OTC derivatives 
and other complex, opaque financial instruments.'°* As described in 
Chapters 10 and 11, the outbreak of the subprime financial crisis in 2007 
and the collapse of AIG in 2008 revealed similar failures of risk assessment 
by both regulators and market participants. 

I have previously argued that the global financial crisis of 1998 was “a 
precursor and dress rehearsal for the global financial crisis of 2007—09.”!°° 
Yet financial conglomerates and policymakers failed to apply the lessons 
they should have learned from the 1998 crisis, and they did not build 
adequate defenses to deal with the devastating crisis that occurred in 2007— 
09. A 2011 study found that the same large banks and securities firms that 
suffered the greatest declines in stock market values in 1998 also recorded 
the worst stock market performances in 2007 and 2008. The authors 
concluded that large financial institutions with severe losses in 1998 failed 
to “alter the[ir] business model or to become more cautious regarding their 
risk culture” before the global financial crisis began in mid-2007.!°° 

Similarly, the Financial Crisis Inquiry Commission concluded that large 
financial institutions did not change their speculative risk-taking strategies 
despite the severe losses they suffered in 1998. In addition, financial 
regulators did not compel the institutions they supervised to adopt more 
conservative business policies.'°’ The extraordinary measures that the Fed 
took to support LTCM and stabilize financial markets in 1998 probably 
caused large banks and securities firms to believe that the Fed would take 
similar steps to protect major financial firms during a comparable future 


crisis.!°° In short, the 1998 crisis was the dead canary in the coal mine that 
advocates of “financial modernization” chose not to see. 

The LTCM crisis certainly did not convince the Clinton administration 
and Congress to withdraw their opposition to Brooksley Born’s proposal to 
adopt new rules for OTC derivatives. Only a few policymakers agreed with 
Born that the LTCM debacle demonstrated the need for stronger regulation 
of OTC derivatives. Opponents of stronger regulation denied any 
connection between LTCM’s failure and its enormous positions in OTC 
derivatives or the lack of regulation for those instruments. Congress 
adopted a temporary moratorium that blocked the CFTC from adopting any 


new requirements for OTC derivatives. Born resigned soon thereafter. °° 


Congress did ask for reports on the LTCM crisis and OTC derivatives from 
the President’s Working Group on Financial Markets. That working group 
included the heads of the Treasury Department, Fed, SEC, and CFTC.!°° 
Before the working group issued its reports, Fed Chairman Alan Greenspan 
staked out his own position in a March 1999 speech. In that speech, 
Greenspan argued that OTC derivatives “enhance the process of wealth 
creation” by enabling dealers “to differentiate risk and allocate it to those 
investors most able and willing to take it.” He lauded “the profitability of 
derivative products” for increasing the earnings of major banks and for 
contributing to “the significant gain in the overall finance industry’s share 
of American corporate output during the past decade.”!®! 

Greenspan acknowledged that losses from derivatives “rose to record 
levels in the third quarter of 1998.” However, he claimed that derivatives 
“were bystanders [and] were scarcely the major players” during the 1998 
crisis.”/°* In his speech, Greenspan never mentioned LTCM or the fact that 
the Fed orchestrated an emergency rescue of the firm. 

Greenspan also admitted that VAR models used by financial institutions 
and investors did not anticipate the severe losses that occurred during the 
East Asian and Russian crises of 1997 and 1998. Greenspan noted that VAR 
models failed to capture “the extreme negative tail that reflects the 
probability of occurrence of a panic.”!©? However, he rejected the view that 
regulators should “abandon models-based approaches to regulatory capital 
and return to traditional approaches.” He instead called for improvements in 


internal risk management by OTC derivatives dealers. In his 1999 speech 
on derivatives, as on so many other occasions, Greenspan endorsed a 
Supervisory approach that relied heavily on market discipline and gave 
great deference to internal risk models developed by banks.'®* 

Like Greenspan, the President’s Working Group on Financial Markets 
minimized the role played by derivatives in LTCM’s failure. The working 
group’s first report, issued in April 1999, stated that LTCM’s “excessive 
leverage” was mainly responsible for the firm’s “near collapse.” That report 
included only a limited analysis of LTCM’s massive positions in OTC and 
exchange-graded derivatives.!°° The report focused primarily on LTCM’s 
“opaqueness” and the “minimal scrutiny” that LTCM’s risk profile and 
trading strategies received from investors, creditors, and counterparties. !©° 

The working group concluded that outside parties did not provide “an 
effective check on [LTCM’s] overall activities.” The report also noted that 
the “risk management weaknesses revealed by the LTCM episode were not 
unique to LTCM,” as they also occurred “to a lesser degree” at large banks 
and securities firms.!°” Thus, the working group’s first report documented 
that market discipline failed to restrain excessive risk-taking by LTCM and 
also failed to stop major banks and securities firms from suffering heavy 
losses. Nevertheless, the working group declared that market discipline 
should remain the “primary mechanism that regulates risk-taking by firms 
in a market economy.”!°° 

The working group’s strong ideological commitment to market discipline 
—in the face of abundant evidence showing that market discipline failed in 
1998—explained why its first report did not recommend any new 
substantive rules for OTC derivatives.!°° The first report also rejected any 
new “constraints on leverage” for dealers or end-users of OTC derivatives. 
Instead, like Greenspan’s speech, the report recommended that financial 
institutions should improve their internal risk management procedures. ‘”° 

The working group’s second report, issued in November 1999, called on 
Congress to adopt legislation exempting OTC derivatives from regulation 
under the Commodity Exchange Act. The working group praised OTC 
derivatives for “fostering more precise ways of understanding, quantifying, 
and managing risk.” The working group also warned that “innovation and 
growth” in OTC derivatives markets and “U.S. leadership” of those markets 
would be threatened unless Congress promptly removed the “cloud of legal 


uncertainty” surrounding OTC derivatives.'’! The working group proposed 
that “sophisticated counterparties” should be allowed to enter into OTC 
derivatives free from any substantive regulation by the CFTC. The Working 
Group argued that deregulation was essential to provide “a permanent 
clarification of the legal status” of OTC derivatives.!’ 

Echoing Summers’ and Greenspan’s views, the working group’s second 
report contended that “sophisticated counterparties” in OTC derivatives 
transactions did not need any regulatory oversight because most dealers 
were already subject to adequate supervision by bank regulators, the SEC, 
or the CFTC. The report also maintained that “most OTC derivatives are 
not susceptible to manipulation” because their payoffs were based on an 
underlying “rate or price determined by a separate highly liquid market.”!”* 
The working group’s claims that OTC derivatives did not need to be 
regulated and could not be used for manipulative purposes ignored the 
actual behavior of derivatives markets during the 1998 crisis as well as 
previous market disruptions. Those erroneous claims had catastrophic 
consequences during the following decade.!”4 

The working group’s second report reiterated that regulators should rely 
on “private counterparty discipline” as the “primary mechanism” for 
avoiding “systemic risk.” Despite the first report’s conclusion that market 
discipline failed to restrain highly leveraged and speculative risk-taking by 
LTCM and other financial institutions, the second report claimed that 
“private counterparty credit risk management has been employed 
effectively by both regulated and unregulated dealers of OTC derivatives, 
and the tools required by federal regulators [to supplement market 
discipline] already exist.”!”° Except for two brief references, the working 
group’s second report did not mention LTCM and did not contain any 
discussion of lessons learned from the 1998 crisis.‘’° It appeared that 
members of the working group had already expunged the LTCM fiasco 
from their collective memories.!”” 

Armed with the working group’s recommendations, the derivatives 
industry and its political allies mounted a successful campaign to enact the 
Commodity Futures Modernization Act (CFMA).!’° The only real question 
was how broad the scope of deregulation would be for OTC derivatives. 
Senator Phil Gramm put an extended hold on the legislation until 
congressional leaders and the Clinton administration agreed on a final bill 


that was acceptable to him. As enacted in December 2000, CFMA 
exempted OTC derivatives from substantive regulation under both federal 
and state laws—including state insurance and gambling laws—as long as 
the counterparties to those instruments were financial institutions, corporate 
end-users, institutional investors, or wealthy individuals. The CFTC and 
SEC retained only a very limited authority to bring enforcement actions for 
fraud or manipulation on a case-by-case basis.!”? 

The President’s Working Group on Financial Markets endorsed the final 
version of CFMA as crafted by Senator Gramm. The working group praised 
CFMA for preserving the “competitive position” of major U.S. financial 
institutions in OTC derivatives markets, and for “providing legal certainty 
and promoting innovation, transparency and efficiency in our financial 
markets.” !®° Gramm declared that CFMA “completes the work of [GLBA]” 
by providing “legal certainty” for OTC derivatives and by “protect[ing] 
financial institutions from over-regulation.” Gramm predicted that GLBA 
and CFMA would be viewed as “a watershed, where we turned away from 
the outmoded Depression-era approach to financial regulation and adopted 
a framework that will position our financial services industries to be world 
leaders into the new century.”!®! 


Riegle-Neal, GLBA, and CFMA were highly consequential laws. They 
enabled banks to become much bigger and more complex, and to undertake 
a much wider array of activities. They transformed the U.S. financial 
industry from a decentralized system of independent financial sectors into a 
highly consolidated industry dominated by a small group of huge financial 
conglomerates. The big-bank lobby and its political allies secured passage 
of all three laws through carefully planned and well-funded campaigns. All 
three laws were justified by an ideology of comprehensive deregulation, 
and they provided a blueprint for light-touch supervision that relied on the 
wisdom and self-regulating capacity of untrammeled financial markets.'® 
The ideology of deregulation that produced Riegle-Neal, GLBA, and 
CFMA was not consistent, and it was arguably disingenuous. Some 
policymakers and industry leaders acknowledged that large financial 
conglomerates were likely to benefit from transfers of federal safety net 
subsidies from banks to their securities and insurance affiliates, as well as 


implicit TBTF subsidies. Nevertheless, whenever Congress or federal 
regulators faced a choice between limiting the spread of public subsidies 
and providing more profit-making opportunities to big banks, the big-bank 
lobby usually prevailed. Congress’s decision to approve GLBA while 
relying on Section 23A’s very weak firewall to limit the spread of public 
subsidies provides a striking example of that policy choice.!®° 

Deregulation served the interests of the largest financial institutions, and 
their power and influence grew in response to all three statutes. Riegle-Neal 
allowed the largest banks to expand throughout the nation, thereby 
increasing their political influence at the expense of smaller banks as well 
as securities firms and insurance companies. Leading securities firms and 
insurance companies joined big banks in pushing for GLBA when they 
realized they could not stop banks from expanding into securities and 
insurance markets. All three financial groups supported CFMA because it 
allowed the largest financial institutions to engage in OTC derivatives 
activities free from any substantive regulation. The enactment of GLBA and 
CFMA in consecutive years showed just how powerful the biggest financial 
conglomerates had become.!** 

Some scholars have argued that GLBA and CFMA did not play any 
substantial role in promoting the reckless credit boom that led to the 
financial crisis. Those scholars contend that GLBA and CFMA merely 
ratified what federal regulators and courts had already done by opening 
loopholes in Glass-Steagall and the BHC Act during the 1980s and 
1990s.1%° 

I strongly disagree. As described in Chapter 7, the loopholes created by 
regulators and courts contained many restrictions and relied on highly 
contestable legal interpretations, which could have been reversed by either 
regulators or the courts. As shown in this chapter, the drafters of the 1991 
Treasury plan and proponents of GLBA and CFMA repeatedly argued that 
those loopholes were incomplete, burdensome, and inefficient. Supporters 
of GLBA and CFMA declared that both statutes were urgently needed to 
provide “legal certainty” so that universal banks could offer a 
comprehensive suite of financial services through a highly integrated, “one- 
stop shopping” platform.!®° 

It is very unlikely that the largest financial institutions and their trade 
associations would have chosen to pursue a twenty-year legislative 
campaign, costing hundreds of millions of dollars in lobbying expenses and 


political contributions, if they had viewed GLBA and CFMA as 
insignificant laws. Big banks and Wall Street securities firms clearly viewed 
GLBA and CFMA as essential components of their strategy to establish 
giant financial conglomerates that could dominate domestic and global 
financial markets while exploiting TBTF subsidies.!°7 

One very tangible way to measure GLBA’s and CFMA’s significance is 
to notice how quickly the financial industry changed in response to those 
statutes. GLBA’s first major dividend was to validate Citigroup’s universal 
banking strategy. Without GLBA, Citigroup would have been forced to 
divest many of its nonbanking activities within five years, and other banks 
could not have copied Citigroup’s business model. After GLBA was 
enacted, leading banks quickly followed Citigroup’s lead. During 2000, two 
big European banks—Credit Suisse and UBS—acquired large U.S. 
securities firms (Donaldson, Lufkin & Jenrette and Paine Webber). In 
addition, Chase merged with JPMC to form a commercial and investment 
banking giant.!°° 

GLBA created a second immediate benefit for big banks by allowing 
them to convert their limited Section 20 securities subsidiaries into full- 
service securities broker-dealers. As a federal regulator commented in 2000, 
“Loopholes cost money. ... A top bank told me [GLBA] was a major boost 
to their bottom line.”!®’ GLBA enabled banking organizations to triple their 
share of the U.S. corporate debt underwriting market, from 25% in 1998 to 
75% in 2003. The number of banking organizations that ranked among the 
top five underwriters of U.S. corporate debt rose from zero in 1996 to four 
in 2003.1 

Another indicator of GLBA’s and CFMA’s importance was the explosive 
growth that occurred in markets for shadow bank deposits, securitization, 
and OTC derivatives after 2000. The volume of outstanding money market 
mutual funds increased from $1.8 trillion to $3.8 trillion between 2000 and 
2007, while the commercial paper market grew from $1.3 trillion to $2 
trillion.!°' Outstanding securities repurchase agreements (repos) at 
securities broker-dealers—including securities affiliates of universal banks 
—rose from $2.5 trillion in 2002 to $4 trillion in 2007, while outstanding 
structured finance securities produced by private-label securitizations grew 
from $1.6 trillion in 2001 to more than $5 trillion in 2007.'9* Most 
dramatically, the aggregate notional values of OTC derivatives in global 


markets exploded from $95 trillion in 2000 to $673 trillion in mid-2008, 
with U.S. financial institutions holding about two-fifths of those 
exposures./?? It seems highly unlikely that such dramatic growth could have 
occurred in all of those markets without the comprehensive deregulation 
authorized by GLBA and CFMA.!%4 

Leading securities firms responded to the emergence of universal banks 
with their own consolidation and diversification campaigns. Morgan 
Stanley acquired Dean Witter in 1997, and the other four big securities 
firms—Merrill Lynch, Goldman Sachs, Lehman Brothers, and Bear Stearns 
—also expanded rapidly during the late 1990s and early 2000s. By 2004, 
the five largest securities firms held combined assets of $2.5 trillion, 
compared with $4.7 trillion of assets held by the five largest U.S. banks.!?° 

The four largest securities firms (all except Bear Stearns) supplemented 
their securities activities by acquiring FDIC-insured depository institutions. 
Securities firms could own two types of FDIC-insured depository 
institutions—thrift institutions and industrial banks—because those 
institutions were not treated as “banks” under the BHC Act. By 2006, the 
four biggest securities firms owned thrifts and industrial banks that held 
almost $160 billion of FDIC-insured deposits. In addition, all five leading 
securities firms generated large volumes of shadow bank deposits by 
sponsoring money market mutual funds and by issuing short-term repos and 
commercial paper. Thus, the Big Five securities firms had become “de facto 
universal banks” by the early 2000s.!°° 

A similar process of deregulation, consolidation, and conglomeration 
occurred in the U.K. and EU. The U.K.’s “Big Bang” reforms of 1986 
allowed British banks to become universal banks, and the EU’s Second 
Banking Directive authorized European universal banks to do business 
across the EU with a “single passport” beginning in 1993.'°” Those events 
paved the way for more than two thousand bank mergers in the U.K. and 
the Eurozone between 1990 and 2006. Those deals included three giant 
mergers among UK banks (HSBC-Midland, Lloyds-TSB, and RBS- 
NatWest), two big combinations among four leading French banks (BNP- 
Paribas and Credit Agricole—Credit Lyonnais), and a union of two major 
Swiss banks that produced UBS. In addition, large U.S., U.K., and 
European banks acquired virtually all of Britain’s leading merchant 
(investment) banks after 1986. The “Big Bang” cemented London’s status 


as a center for international finance and global investment banking that 
rivaled New York.!9° 

By 2007, a group of seventeen U.S. and foreign financial conglomerates 
dominated global markets for securities underwriting, securitizations, 
structured financial products, and OTC derivatives. That group—which I 
call the “Big Seventeen”—included the four largest U.S. banks (BofA, 
Citigroup, JPMC, and Wachovia), the five largest U.S. securities firms, and 
eight big foreign universal banks (Barclays, BNP Paribas, Credit Suisse, 
Deutsche Bank, HSBC, RBS, Société Générale, and UBS). In addition, the 
giant U.S. insurance company American International Group played a 
leading role in the credit default swap market.'%? 

The nine American members of the Big Seventeen could never have 
achieved their size and scope in 2007 without the enactment of at least one 
of the three statutes (Riegle-Neal, GLBA, and CFMA) discussed in this 
chapter. Similarly, the eight foreign universal banks greatly expanded their 
size and scope in the U.S., U.K., and EU in response to deregulation that 
occurred in all three regions.27°° As Barry Eichengreen explained, “The 
result of [Riegle-Neal, GLBA, and CFMA] was a massive increase in the 
size, complexity, and leverage of US financial institutions. ... And what 
was true of banks in the United States was similarly true of banks 


elsewhere, notably in Europe.”?! 


9 
See No Evil 


Policymakers and Regulators Allowed Financial Conglomerates to 
Inflate a Toxic Credit Bubble on Both Sides of the Atlantic During 
the “Roaring 2000s” 


From 2000 through 2007, U.S. and European financial conglomerates 
produced a massive credit boom, whose magnitude surpassed the 
spectacular credit surge of the 1920s. The credit boom of the “Roaring 
2000s”—like that of the Roaring Twenties—began in the U.S. and spread to 
Europe. Universal banks securitized trillions of dollars of high-risk loans 
and sold the resulting asset-backed securities to investors around the 
world.! By August 2007, the economies of the U.S., U.K., and many 
European countries depended on the performance of unstable pyramids of 
risky debts. A transatlantic financial crisis was certain to occur as soon as 
widespread defaults occurred on those debts. 

The Roaring 2000s witnessed massive growth in all types of private 
sector debts on both sides of the Atlantic. The total volume of outstanding 
U.S. private sector debts doubled from $20.4 trillion to $41.6 trillion 
between December 1999 and December 2007. During that period, U.S. 
household debts increased by $7.6 trillion, nonfinancial business 
obligations expanded by $4.1 trillion, and financial sector liabilities grew 
by $9.5 trillion. As reflected in the bottom panel of Figure 0.3 in the 
Introduction, the ratio of U.S. private sector debts to GDP rose from 212% 
in 1999 to 288% in 2007. The 2007 peak exceeded the previous high point 
of 250%, recorded in the early 1930s after the credit boom of the 1920s.* 

Credit surges of comparable magnitudes occurred in several European 
nations during the Roaring 2000s, including the U.K., Ireland, Portugal, and 
Spain.? The U.K.’s ratio of private sector debts to GDP doubled from 200% 


to over 400% between 1999 and 2007. By 2008, the ratio of private sector 
debts to GDP exceeded 200% in Ireland and Spain and 175% in Portugal.* 

The Big Seventeen financial conglomerates (discussed in Chapter 8) 
played leading roles in promoting the credit boom of the 2000s.° They 
dominated U.S. and global markets for underwriting corporate debt and 
equity securities, dealing in over-the-counter derivatives, and making 
syndicated loans to businesses.° They were also the top underwriters for 
more than $9 trillion of structured finance securities issued in the U.S. 
between January 2000 and December 2007. Those securities included $3.5 
trillion of “private label” residential mortgage-backed securities (RMBS), 
$720 billion of commercial mortgage-backed securities (CMBS), $3.6 
trillion of asset-backed securities (ABS), $630 billion of collateralized debt 
obligations (CDOs), and $600 billion of collateralized loan obligations 
(CLOs). ABS were securitized pools of home equity loans, credit card 
loans, auto loans, and other consumer loans. CDOs were securitized pools 
of debt obligations that included RMBS and other loans, while CLOs were 
securitized pools of leveraged syndicated corporate loans.’ 

Fifteen members of the Big Seventeen were the largest underwriters of 
structured finance securities. Citigroup was the top-ranked underwriter, 
followed closely by JPMorgan Chase (JPMC), Bank of America (BofA), 
Credit Suisse, and Deutsche Bank. Next in line were the Big Five U.S. 
securities firms (Lehman Brothers, Bear Stearns, Morgan Stanley, Merrill 
Lynch, and Goldman Sachs), followed by Barclays, UBS, Wachovia, BNP 
Paribas, and HSBC. The two remaining members, Royal Bank of Scotland 
(RBS) and Société Générale, were also significant underwriters of 
structured finance securities.2 In addition to the Big Seventeen 
conglomerates, American International Group (AIG), the largest U.S. 
insurance company, played an important role by issuing credit default 
swaps that provided financial guarantees (and produced AAA ratings) for 
super-senior tranches of many CDOs.? Large universal banks dominated 
securitization markets in the U.K. and Europe as they did in the U.S.!° 

As discussed in the next part of this chapter, the credit boom of the 
Roaring 2000s followed a large bubble in the U.S. stock market that 
occurred began in 1995 and burst in 2000-02. Thus, stock market and real 
estate booms and busts led up to the financial crisis of 2007—09, just as 
similar booms and busts during the 1920s preceded the Great Depression. 


The sequence of the booms in the two eras was different, as the real estate 
boom of the mid-1920s occurred before the stock market bubble of 1927- 
29, while the real estate boom of the 2000s came after the stock market 
bubble of 1995-2000. Nevertheless, the four booms that expanded and 
burst during the Roaring Twenties and the Roaring 2000s all contributed to 
the excessively leveraged and highly vulnerable position of households, 
investors, and financial institutions on the brink of the Great Depression 
and on the eve of the Great Recession. |! 


The stock market bubble of the late 1990s (like its predecessor of the late 
1920s) focused on “new economy” firms that seemed likely to benefit from 
recent technological advances. The hottest stocks in the late 1990s were 
issued by firms with business plans linked to the Internet (dotcoms) and by 
companies that were expanding aggressively in the recently deregulated 
telecommunications industry (telecoms).!* 

The boom in dotcoms and telecoms produced an explosion of securities 
offerings. The annual volume of new issues of corporate debt and equity 
securities rose from $600 billion in 1994 to $2.2 trillion in 2001. As their 
predecessors had done during the late 1920s, many securities analysts, 
underwriters, investors, and journalists proclaimed a “new era” of 
seemingly permanent prosperity during the late 1990s. Market “experts” 
assured investors that emerging dotcom and telecom firms would generate 
huge profits by providing Internet services to the public through high-speed 
communications networks. Investor enthusiasm produced a stock market 
bubble during the late 1990s that resembled the great bull market of the late 
1920s.'8 

The stock market boom of the late 1990s was followed by the most 
severe stock market slump since the early 1930s. The total value of publicly 
traded U.S. stocks dropped by 45% between March 2000 and the end of 
2002, wiping out almost $8 trillion of investor wealth. The stock market’s 
plunge accelerated between December 2001 and October 2002, as massive 
accounting frauds and insider abuses were revealed at more than a dozen 
corporations that had been considered “stars” during the boom. Large 
financial conglomerates were embroiled in several of those scandals. ‘4 


The sudden collapses of Enron in late 2001 and WorldCom in mid-2002 
were particularly shocking to investors. Enron was one of the most 
glamorous and admired companies during the dotcom—telecom boom. Its 
reported revenues grew from less than $10 billion in 1995 to $40 billion in 
1999 and $100 billion in 2000. Enron’s management (led by Ken Lay, Jeff 
Skilling, and Andrew Fastow) transformed Enron from a conventional 
energy pipeline company into an aggressive provider of broadband network 
services as well as a huge trader in energy commodities and derivatives. 
Enron persuaded Wall Street analysts that its stock deserved an “Internet- 
style valuation,” which was far higher than Enron could have achieved as 
an energy company.!° 

Many of Enron’s ventures outside the energy industry failed to produce 
profits. Enron therefore relied on banks to structure complex financial 
transactions that were designed to conceal shortfalls in its revenues and 
profits. Enron wanted to avoid issuing new stock that would dilute its 
reported earnings per share. The company also wanted to avoid issuing new 
debt securities that would threaten its investment-grade credit rating. In 
addition, Enron needed to remove loss-producing ventures from _ its 
financial statements. With the help of large financial institutions, Enron 
arranged convoluted and opaque transactions, which created fictitious 
revenues and eamings, provided disguised loans, and moved poorly 
performing assets off Enron’s balance sheet. In October 2001, when Enron 
finally began to reveal its accounting manipulations, the company quickly 
lost the confidence of investors, creditors, and trading counterparties. Enron 
collapsed into bankruptcy in December 2001.'° 

Large financial conglomerates acted as “Enron’s enablers,” since 
“Enron’s financial shenanigans would simply not have been possible” 
without their participation.'’? Enron persuaded leading global financial 
institutions (including several members of the Big Seventeen) to become its 
partners in structuring deceptive transactions. Financial institutions worked 
closely with Enron, even though it was a notoriously difficult client. As one 
banker said, “It was hell doing business with them, but you had to because 
they were so big.”!® 

Citigroup, BofA, JPMC, Barclays, Credit Suisse, Deutsche Bank, Merrill 
Lynch, and RBS arranged deals, such as prepaid commodity swaps, that 
provided disguised loans and allowed Enron to account for the proceeds as 
operating revenues. Banks also helped Enron to make sham sales of 


unprofitable assets to off-balance-sheet special-purpose entities (SPEs) that 
were controlled by Enron’s officers. Those SPE deals enabled Enron to 
exaggerate its operating revenues and conceal many of its bad assets and 
debts. By the time Enron filed for bankruptcy, it had accumulated $38 
billion of debts but reported only $13 billion of those obligations on its 
balance sheet.!9 

Bankers recognized the deceptive nature of Enron’s transactions, but they 
wanted the generous fees that Enron paid them. A Credit Suisse officer 
described one SPE transaction as “a vehicle enabling Enron to raise 
disguised debt which appears as equity on Enron’s balance sheet” while 
providing an “off balance sheet parking lot” for unwanted assets.” RBS 
officials described similar SPE deals as “21st Century Alchemy.” After 
reviewing an SPE transaction, a senior Citigroup officer told his colleagues, 
“Sounds like we made a lot of exceptions to our standard policies. I am sure 
we have gone out of our way to let them know that we are bending over 
backwards for them. ... [L]et’s remember to collect this iou when it really 
counts.”2° 

WorldCom, with $103 billion of assets, was the largest company to 
declare bankruptcy until Lehman Brothers collapsed in September 2008. 
Like Enron, WorldCom became a leading “new economy” firm and a Wall 
Street favorite during the late 1990s. WorldCom depended on large banks to 
fund its aggressive growth strategy, which included acquisitions of more 
than seventy companies between 1985 and 2001. WorldCom experienced 
deepening financial problems after 1999, as its poorly-managed growth and 
intensifying competition from other telecoms resulted in declining profit 
margins, excess capacity, and a crushing debt burden. WorldCom followed 
Enron’s example by using fraudulent accounting techniques to conceal its 
mounting problems.*! 

Universal banks did not participate directly in WorldCom’s accounting 
frauds. However, Citigroup, JPMC, BofA, Deutsche Bank, and other banks 
underwrote a risky public offering of $12 billion of WorldCom’s bonds in 
2001. In their script for the bond offering’s “road show,” the underwriters 
said, “We are excited about the WorldCom credit story and this debt 
offering. WorldCom’s financial position gives it the strongest credit profile 
of any of the largest broadband providers.” The prospectus and the road 
show script did not disclose that several bank underwriters had previously 
downgraded WorldCom in their internal credit ratings and reduced their 


exposures to WorldCom by entering into credit default swaps and other 
hedging transactions.* 

Citigroup, JPMC, and BofA provided personal loans and other individual 
financial benefits to Bernie Ebbers, WorldCom’s CEO, to solidify their 
positions as WorldCom’s most-favored bankers. Citigroup’s star telecom 
analyst, Jack Grubman, formed a close friendship with Ebbers and became 
the principal adviser to Ebbers and WorldCom’s board of directors. 
Grubman’s status as the king of telecom analysts helped Citigroup to 
become the leading underwriter for WorldCom as well as Global Crossing 
and other telecom firms. Citigroup received $1.2 billion in fees for 
underwriting $190 billion of debt and equity securities for telecom firms 
between 1996 and 2002. Citigroup paid Grubman almost $70 million 
between 1999 and 2002.7° 

Grubman saw no conflict of interest between his position as a securities 
analyst recommending stocks to investors and his role as a key business 
adviser to WorldCom, Global Crossing, and other telecom firms. In a May 
2000 interview, Grubman declared, “What used to be a conflict is now a 
synergy.” He claimed to be creating a “virtuous circle” by using “feedback 
from institutions and CEOs” to provide the best possible advice to investors 
and telecom clients. According to Grubman, an “objective” analyst would 
be “uninformed” and of little value to customers.*4 

In 1998, Grubman proclaimed that “the demand for bandwidth is 
basically insatiable,” and “no matter how much bandwidth is available, it 
will get used.” Grubman’s advice matched WorldCom’s assertions that 
Internet traffic was doubling every one hundred days. WorldCom, Global 
Crossing, and Grubman’s other telecom clients built competing fiber-optic 
networks across the country and around the world to gain a competitive 
advantage in satisfying projected customer demand.*° 

Grubman touted WorldCom more than any other firm in his research 
reports. He described WorldCom as “our favorite stock” in August 1997 
and as a “must-own” stock in November 1998. He urged investors to “load 
up the truck” with WorldCom stock in August 1999, and he encouraged 
investors to buy WorldCom’s shares at their “dirt cheap” price in early 
2001. Grubman maintained positive ratings on WorldCom longer than most 
other research analysts. He assigned a “buy” rating to WorldCom stock until 
shortly before Ebbers resigned as CEO in April 2002, and he did not give 


WorldCom stock an “underperform” rating until a month before the 
company filed for bankruptcy in July 2002.°° 

By 2002, many industry observers dismissed Grubman’s claims of 
unlimited demand for bandwidth as “wildly hyped.” Instead of doubling 
every one hundred days, Internet traffic doubled every year. Moreover, 
technological advances increased the transmission capacity of fiber-optic 
lines by a factor of one thousand between 1995 and 2002. As a result, the 
frenzied installation of broadband networks by Grubman’s telecom clients 
and their rivals produced a massive glut of transmission overcapacity. By 
September 2002, only 3% of installed bandwidth capacity was actually 
being used, and many of Grubman’s clients—including WorldCom, Global 
Crossing, Metromedia Fiber Networks, Winstar, and XO Communications 
—had filed for bankruptcy.” 


Universal banks pressured their securities analysts to issue biased and 
misleading research reports, and they also engaged in deceptive practices 
related to initial public offerings (IPOs) of dotcom and telecom stocks.7® 
Universal banks told their securities analysts that much of their 
compensation depended on their success in helping investment banking 
colleagues to generate new business. In January 2001—ten months after the 
stock market boom ended—Citigroup’s research analysts did not maintain a 
single “sell” rating, and they posted only one “underperform” rating, for a 
list that included almost twelve hundred stocks. Citigroup’s head of global 
equity research privately described those ratings as “ridiculous on face,” 
and he acknowledged the “basic inherent conflict between IB [investment 
banking] and retail [investment sales].” Despite that officer’s understanding 
of the clear linkage between analysts’ conflicts of interest and their inflated 
ratings, Citigroup’s analysts still posted no “sell” ratings at the end of 2001, 
and they maintained only fifteen “underperform” ratings for a list of more 
than a thousand stocks.?° 

Securities analysts at other universal banks faced similar conflicts of 
interest and produced similarly biased ratings. At Credit Suisse, Frank 
Quattrone—the “Prince of Silicon Valley’—and other bankers in his 
technology group put intense pressure on Credit Suisse’s analysts to issue 
“buy” ratings for all of the group’s clients. In May 2001, an analyst 


confessed to Credit Suisse’s top research executives, “I have ‘learned’ to 
adapt to a set of rules that have been imposed by Tech Group banking so as 
to keep our corporate clients appeased. I believe that these unwritten rules 
have clearly hindered my ability to be an effective analyst.”°° 

In mid-2001, analysts at Wall Street firms maintained only twenty-nine 
“sell” ratings on more than eight thousand stocks. In October 2001—only 
two months before Enron’s bankruptcy—every research analyst employed 
by a universal bank assigned a “buy” rating to Enron stock, and most rated 
Enron a “strong buy.”°! Henry Blodget—Merrill Lynch’s leading dotcom 
analyst—did not issue a single “sell” rating during his three years at the 
firm, even though he privately described some of Merrill’s clients as “crap” 
or worse.°* 

Analysts who published critical reports about existing or potential clients 
were frequently fired or punished. Citigroup, Merrill Lynch, BNP Paribas, 
and UBS fired in-house research analysts after they published negative 
reports about Enron. Credit Suisse persuaded an in-house analyst not to 
publish a critical report about Enron in November 2001. However, Credit 
Suisse reduced its own exposure to Enron after reviewing the analyst’s 
findings.*° 

The most widely publicized example of analyst corruption occurred at 
Citigroup. In late 1999, Sandy Weill, co-CEO of Citigroup, persuaded Jack 
Grubman to upgrade his rating of AT&T from “neutral” to “buy,” even 
though Grubman had a highly negative view of AT&T. Weill needed 
Grubman’s upgrade to persuade AT&T to hire Citigroup as a co-lead 
underwriter for AT&T’s public offering of $11 billion of stock. In addition, 
Grubman’s upgrade helped Weill to enlist the support of AT&T’s chairman, 
C. Martin Armstrong (a director of Citigroup), in Weill’s successful 
campaign to oust John Reed as Citigroup’s co-CEO in early 2000. 

As a reward for Grubman’s upgrade, Weill arranged for Grubman’s two 
children to be admitted to the 92nd Street Y’s highly selective preschool. To 
ensure that the 92nd Street Y accepted Grubman’s children, Weill contacted 
a Close friend who served on the Y’s board, and Weill also directed the 
Citigroup Foundation to make a $1 million donation to the Y.** 

Universal banks displayed similar conflicts of interest when they 
underwrote IPOs for dotcoms and telecoms. Bankers made preferential 
allocations of stocks in hot IPOs—a practice known as “spinning”—to top 


executives of current or prospective clients. Bankers also made preferred 
allocations of stocks to institutional investors in return for more trading 
business and larger brokerage fees. Citigroup provided allocations of hot 
IPO stocks that resulted in $40 million of trading profits for senior 
executives of WorldCom (including Bernie Ebbers) and four other telecom 
firms. Frank Quattrone organized a “Friends of Frank” program, in which 
Credit Suisse traded allocations of hot IPO stocks to favored clients in 
exchange for investment banking deals or higher brokerage fees. Credit 
Suisse earned almost $800 million in dotcom underwriting fees and paid 
Quattrone $100 million between 1998 and 2000. One Credit Suisse banker 


admitted, “The only culture here is greed.”°° 

The pervasive misconduct at universal banks during the dotcom—telecom 
boom resembled the conflicts of interest and abusive practices that 
tarnished the reputations of their predecessors during the Roaring Twenties. 
The biased research reports issued by bank securities analysts during the 
dotcom and telecom boom resembled the hyped “news flashes” that 
National City sent to its offices to promote the sale of risky stocks and 
foreign bonds during the Roaring Twenties. The spinning by universal 
banks during the dotcom—telecom boom mirrored the “preferred lists” that 
National City and J. P. Morgan & Co. used to allocate hot stocks to favored 
clients and influential public figures during the Roaring Twenties.*° In 
2003, Joseph Stiglitz commented that abuses by universal banks during the 
dotcom—telecom boom was “a story of conflicts of interest gone out of 
control.” Stiglitz pointed out that the repeal of Glass-Steagall in 1999 


greatly increased the opportunities for conflicts of interest within the 


banking system.°” 


The collapse of the dotcom-telecom boom triggered federal and state 
investigations and private lawsuits that revealed serious misconduct at 
many large financial conglomerates. Federal and state agencies issued 
enforcement orders and imposed civil penalties on eleven of the Big 
Seventeen financial conglomerates (as well as other large banks) related to 
the scandals involving Enron, biased research analysts, and IPO spinning. 
Large financial institutions paid more than $17 billion to settle Enron- and 
WorldCom-related claims filed by the SEC, investors, and Enron’s 
bankruptcy estate. Leading financial institutions also paid $1.5 billion in 
civil penalties to settle federal and state enforcement actions related to 


biased research analysts and IPO spinning.*° Two bank analysts—Jack 


Grubman and Henry Blodget—were fined and banned for life from the 
securities industry for issuing research reports that were contrary to their 
actual beliefs. However, government agencies did not issue enforcement 


orders or assess civil penalties against any of the CEOs of the banks that 


were involved in the foregoing abuses.°? 


Congress responded to the Enron and WorldCom scandals by passing the 
Sarbanes-Oxley Act in July 2002. Sarbanes-Oxley established stronger 
audit, disclosure, and governance requirements for publicly traded 
companies, as well as increased penalties for issuing fraudulent corporate 
financial statements. The statute also created a new government oversight 
board for accounting firms. Sarbanes-Oxley did not directly address the 
conflicts of interest and manipulative practices that occurred at universal 
banks. However, the SEC and the New York Attorney General’s office 
negotiated a “global settlement” in 2003, which required eleven financial 
conglomerates to stop engaging in IPO spinning and to establish internal 
safeguards to shield their research analysts from influence by investment 
bankers.?° 

The Senate Permanent Subcommittee on Investigations called on the 
Federal Reserve Board, the Office of the Comptroller of the Currency, and 
the SEC to stop large financial institutions from arranging deceptive 
“complex structured finance transactions” (CSFTs) similar to Enron’s 
manipulative deals. In May 2004, the three agencies issued proposed 
guidelines to prevent abusive CSFTs. Big banks and their trade associations 
strongly opposed the proposed guidelines. Due to the financial industry’s 
aggressive lobbying, the final guidelines issued in early 2007 represented a 
“considerable retreat” from the agencies’ original proposals. The final 
guidelines exempted RMBS and CDOs as well as “hedging-type 
transactions that used ‘plain-vanilla’ derivatives.” The final guidelines also 
stated that they did not establish any “legally enforceable requirements or 
obligations.”*! Thus, efforts to stop Enron-style abuses by major financial 
institutions had minimal impact. 

The scandals of the early 2000s should have alerted policymakers to the 
growing risks posed by universal banks. In a 2006 paper, I argued that the 
Enron and WorldCom scandals demonstrated that the regulatory framework 
for universal banks under the Gramm-Leach-Bliley Act was “not adequate 
to control the promotional pressures, conflicts of interest and risk-taking 


incentives that are generated by the commingling of commercial and 
investment banking.”42 

Several economic studies published between 2001 and 2006 determined 
that “consolidation and conglomeration in the U.S. and European banking 
industries generated higher levels of systemic risk on both sides of the 
Atlantic.” Those studies found that the “increased reliance by U.S. banking 
organizations on nontraditional, fee-based lines of business (including 
securitization and other investment banking activities) increased the 
volatility of their earnings and increased their exposure to the risk of 
insolvency.” In addition, the “growing convergence among the activities of 
banks, securities firms and insurance companies [after] the early 1990s 
intensified the risk that losses in one sector of the financial services industry 
would spill over into other sectors and produce a systemic financial crisis.” 
Despite the abundant warning signs, policymakers and regulators did not 
take any meaningful steps to control excessive risk-taking by large financial 
conglomerates during the 2000s, just as they failed to take appropriate 


action after the LTCM crisis of 1998.7? 


The Fed’s aggressive easing of monetary policy represented the federal 
government’s most significant response to the bursting of the dotcom— 
telecom bubble. Chairman Alan Greenspan and his colleagues had serious 
concerns about the destruction of almost $8 trillion of investor wealth and 
the economic recession that followed the dotcom-—telecom bust. The 
terrorist attacks on September 11, 2001, further disrupted U.S. financial 
markets and aggravated the stock market’s slump. The Fed injected $200 
billion of liquidity into the financial markets after the attacks, and the Fed 
reduced its target for short-term interest rates eleven times, from 6.5% in 
January 2001 to 1.75% after 9/11. During late 2002 and early 2003, 
Greenspan, Fed Vice Chairman Roger Ferguson, and Fed Governor Ben 
Bernanke worried that the lingering economic slump might trigger a 
deflationary episode similar to those that occurred in the U.S. during the 
early 1930s and in Japan during the 1990s (after large bubbles burst in both 
Japan’s stock market and its real estate market).** 

The Fed reduced its target for short-term interest rates to 1% in June 
2003—the lowest level since 1954—and the Fed held short-term rates at 


that level for a year.*° Economist John Taylor, who developed the “Taylor 
rule” for determining a stable, noninflationary monetary policy, argued in 
2007 that the Fed’s “extra-easy policy [during the early 2000s] accelerated 
the housing boom and thereby ultimately led to the housing bust.” 
According to Taylor’s calculations, the Fed’s target for short-term rates fell 
below the levels implied by the Taylor rule in 2002 and were 2—3% below 
Taylor-implied levels during 2003 and 2004. The Fed’s target for short-term 
rates did not return to the level of Taylor-implied rates until the Fed raised 
its target to 5.25% in 2006.*° 

Other observers agreed that the Fed’s monetary policy was “too 
expansionary for too long” during the early and mid-2000s. They concurred 
with Taylor’s view that the Fed’s ultra-low interest rates helped to promote 
an unsustainable housing boom.*’ William Fleckenstein maintained that 
Greenspan and the Fed “bailed out the world’s largest equity bubble with 
the world’s largest real estate bubble.”#° 

As shown in Figure 9.1, average U.S. home sale prices rose about 5% per 
year between 1994 and 2001. Home prices increased at an a significantly 
faster rate after 2001, as the housing boom became much stronger. By 
January 2007, average U.S. home sale prices were 55% higher than they 
had been in 2001 and more than double their level in 1994. The annual rate 
of new home construction rose by 26% between 2001 and 2006, compared 
with an 11% increase between 1996 and 2001.*? The substantially higher 
rates of growth in home prices and new home construction after 2001 
indicate that the Fed’s ultra-low interest rates played a substantial role in 
promoting the housing boom. 
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Figure 9.1 Changes in U.S. Housing Prices, 1994-2018 
Source: Federal Reserve Bank of St. Louis; S&P Dow Jones Indices LLC 


Alan Greenspan confirmed the link between the Fed’s ultra-low interest 
rate policy and housing prices during his testimony before Congress in 2002 
and 2003. Greenspan told Congress that the Fed reduced interest rates for 
the specific purpose of stimulating home mortgage lending (by making 
mortgages more affordable) and boosting housing prices. Greenspan stated 
that the Fed’s ultra-low interest rates increased home values and also 
enabled homeowners to “extract” more than $850 billion of equity from 
their homes by refinancing their mortgages and taking out home equity 
loans. Greenspan told Congress that the large-scale extraction of home 
equity increased household spending and served as a “powerful stabilizing 
force” that reduced the adverse effects of the dotcom—telecom bust.°° 

The Fed’s ultra-low interest rate policy after 2000 was part of a long-term 
pattern of interventions orchestrated by Greenspan to stabilize financial 
markets after the bursting of asset price bubbles and other serious 
disruptions. In October 1987, the Fed responded to a severe stock market 
crash by providing emergency infusions of liquidity into the financial 
markets and cutting interest rates aggressively. In the early 1990s, the Fed 
sharply reduced interest rates to support large troubled banks that were 
struggling with nonperforming loans. In 1998, the Fed responded to the 
Russian debt default crisis by making rapid interest rate cuts, arranging the 
rescue of LTCM, and approving an expedited sale of Bankers Trust to 
Deutsche Bank.! In mid-December 2000, the financial markets anticipated 
that the Fed would again intervene to mitigate the impact of the dotcom— 
telecom bust. A leading financial magazine reported, “The ‘Greenspan put’ 


is once again the talk of Wall Street. ... The idea is that the Federal Reserve 
can be relied upon in times of crisis to come to the rescue, cutting interest 
rates and pumping in liquidity, thus providing a floor for equity prices.” The 
Fed began to cut interest rates less than three weeks later, on January 3, 
2001, at Greenspan’s urging.°? 

In a series of speeches between 2002 and 2004, Greenspan, Bernanke, 
Ferguson, and Fed Governor Donald Kohn confirmed that the “Greenspan 
put” was part of the Fed’s emergency toolkit. They argued that it was not 
feasible or desirable for the Fed or other central banks to “lean against” 
suspected asset bubbles. In their view, central banks did not have timely and 
reliable information to determine whether a bubble—a large disparity 
between asset prices and “fundamental” values—actually existed. In 
addition, hiking interest rates in an effort to control suspected bubbles could 
inflict serious harm on the general economy. Greenspan and his three Fed 
colleagues therefore maintained that the correct approach was to “mitigate 
the fallout [of a bursting bubble] when it occurs and, hopefully, ease the 
transition to the next expansion.”°? 

In 2005, former Fed Vice Chairman Alan Blinder and economist Ricardo 
Reis explained that “Greenspan’s preferred approach to bubbles is to let 
them burst of their own accord and then use monetary policy (and other 
instruments), as necessary, to protect the banking system and the economy 
from the fallout.” Blinder and Reis concluded that Greenspan’s “ ‘mop up 
after’ strategy” achieved good results in the early 2000s, “when the biggest 
bubble in history imploded, vaporizing $8 trillion of wealth in the process,” 


as the Fed’s aggressive easing of monetary policy avoided a severe 


recession.°* 


In contrast, others argued that the “Greenspan put” and the too-big-to-fail 
(TBTF) policy for large banks created a dangerous, asymmetric risk curve 
for Wall Street during the 1990s and 2000s. Bankers and investors expected 
that the Fed would not intervene to stop asset price bubbles from inflating 
but would intervene vigorously to establish a “floor” to mitigate the adverse 
effects of a collapsing bubble, while also preventing failures of major 
banks. Wall Street’s belief that the Fed’s policies followed an asymmetric 
risk curve encouraged bankers and investors to pursue higher-yielding, 
higher-risk strategies during the 2000s.°° 

In 1999, Alan Greenspan was celebrated in Time magazine—along with 
Robert Rubin and Lawrence Summers—as the “Committee to Save the 


World,” in recognition of their successful responses to global disruptions, 
from Mexico’s “Tequila Crisis” of 1995 to the Russian debt default crisis of 
1998. Greenspan’s Fed was also lauded for establishing (along with other 
major central banks) a period of economic and price stability known as the 
“Great Moderation.” The apparent ability of the Fed and other central banks 
to manage financial crises and maintain economic stability promoted 
widespread confidence and complacency among bankers and investors. As 
during the 1920s—when market participants similarly believed in the Fed’s 
ability to stabilize the economy—that confidence and complacency 
encouraged greater risk-taking.°° As former Fed Governor Lawrence 
Lindsey remarked in 2010, “How should any rational investor respond to a 
less risky world? They should lay on more risk.”°” 


Other central banks followed the Fed’s lead in maintaining very low short- 
term interest rates during the early and mid-2000s. The Bank of England 
(BoE) “eased [its monetary policy] significantly” and reduced short-term 
interest rates in response to the “bursting of the tech bubble” in 2000.°° The 
BoE maintained “historically low levels” of short-term interest rates 
between 2002 and 2007, and its monetary policy “stimulated the demand 
for credit, particularly for residential mortgages,” thereby promoting “a 
boom in the U.K. housing market.” The BoE’s policy of maintaining low 
interest rates encouraged British investors to buy higher-yielding securities, 
including RMBS and other structured finance bonds. Thus, the effects of 
the BoE’s monetary policy on British lenders, borrowers, and investors 
were very similar to the impact of the Fed’s policy in the U.S.°° 

The European Central Bank established short-term interest rates that 
were well below Taylor-implied levels between 2002 and 2006.°° The 
ECB’s prolonged period of low short-term rates produced a softening of 
lending standards for consumer and business loans in the Eurozone during 
the mid-2000s.°! The ECB’s low interest rates—which were uniform 
throughout the Eurozone—facilitated credit booms in Eurozone countries 
where economic conditions would have called for much higher interest 
rates under the Taylor rule. For example, the ECB’s policy rates created 
large deviations from the Taylor rule for Spain and Ireland, and both nations 
experienced intense and destructive real estate bubbles during the 2000s.°* 


Central banks in the U.S., U.K., and Eurozone were able to maintain 
unusually low interest rates during the 2000s due to very large inflows of 
investment capital from China, Japan, South Korea, and other Asian 
countries with balance-of-trade surpluses. Asian countries made massive 
investments in government bonds issued by the U.S. and other Western 
nations for two reasons. First, they wanted to increase the competitiveness 
of their exports by maintaining artificially low exchange rates for their 
currencies. Investing in Western government bonds boosted the values of 
Western currencies, thereby supporting favorable exchange rates for Asian 
currencies. Second, Asian countries built large reserves of Western 
government bonds to protect their economies from the risk of exchange rate 
crises and forced devaluations, as they were determined to avoid the very 
damaging episodes that occurred in East Asia during 1997 and 1998. Oil- 
producing nations also invested their current account surpluses in Western 
government bonds. 

Inflows of foreign imports and foreign investment funds benefited 
Western consumers by supporting lower prices as well as lower interest 
rates, thereby encouraging consumers to spend more on housing and other 
goods. Asian countries and other foreign investors also purchased large 
amounts of agency RMBS and other debt securities issued by Fannie Mae 
and Freddie Mac—the two  government-sponsored enterprises that 
maintained a secondary market for “prime” (highly rated) home mortgages 
in the U.S. The GSEs’ debt securities carried an implicit guarantee from the 
U.S. government and were therefore viewed as “safe” (and higher-yielding) 
alternatives to Treasury bonds. Foreign investments in GSE debt securities 
helped to keep mortgage interest rates low and provided significant 
additional funding for the U.S. housing boom. As described in Chapter 10, 
European banks also supported the nonprime mortgage bubble in the U.S. 
by making large investments in private-label RMBS and other structured 
finance securities related to nonprime mortgages (including CDOs). 

Thus, as was true during the Roaring Twenties—when investors in the 
U.S. and Western Europe purchased foreign bonds that supported 
investment and consumption in Central Europe and South America— 
economic prosperity during the 2000s depended in large part on loans from 
international investors to borrowers whose economies were assuming 
rapidly growing debt burdens. In the 2000s, the heavily indebted countries 
were the U.S., U.K., and several Eurozone nations. Some analysts warned 


that it was extremely dangerous for Western nations to depend on foreign 
investors to finance their housing and consumption booms as well as their 
balance-of-trade deficits. However, Western policymakers and central banks 
did not take any meaningful steps to reduce the dependence of their 
economies on continued inflows of foreign funds. The U.S. and U.K. were 
especially vulnerable, as their economic recoveries relied heavily on 


continued growth in their housing and financial sectors.®° 


The Fed’s ultra-low interest rates stimulated a massive refinancing of U.S. 
mortgages between 2001 and 2003. The annual volume of mortgage 
refinancing surged from $460 billion in 2000 to $2.8 trillion in 2003 and 
accounted for more than 70% of all originations of mortgage loans in 2003. 
“Conforming” or “prime” mortgages—which satisfied underwriting 
standards established by Fannie Mae and Freddie Mac—represented 62% of 
the mortgages issued in 2003. “Jumbo” mortgages—loans made to 
borrowers with prime credit records but in amounts larger than the limits for 
conforming loans established by Congress for Fannie and Freddie— 
represented 17% of the mortgages made in 2003. Federally insured 
mortgages approved by the Federal Housing Authority and Veterans 
Administration accounted for about 6% of all 2003 mortgages. The 
remaining 15% of 2003 mortgages were higher-risk loans, such as subprime 
or Alt-A mortgages or second mortgages. Subprime and Alt-A mortgages 
were collectively referred to as “nonprime” loans. 

Refinancing of prime mortgages fell sharply after 2003. Long-term 
interest rates began to rise in late 2003, as investors anticipated that the Fed 
would soon begin to raise short-term rates. The Fed steadily increased its 
target for short-term rates from 1% to 5.25% between mid-2004 and early 
2006.°° The sudden drop in demand for refinancing prime mortgages 
created serious problems for mortgage lenders and Wall Street securities 
firms, as they had made big investments in building extensive mortgage 
operations. Many of those institutions shifted to nonprime mortgages to 
keep their mortgage factories running.°° 

Nonprime mortgage lending increased after the early 1990s, but it 
remained a relatively small share of the overall mortgage market until 2003. 
Specialized nonprime lenders (both nonbanks and smaller banks) depended 


on warehouse lines of credit provided by Wall Street securities firms and 
large banks. Securities firms and large banks with securities affiliates 
purchased most of the nonprime mortgages originated by specialized 
lenders and packaged those mortgages into private-label, “nonagency” 
RMBS. Citigroup created its own nonprime lending unit in the late 1990s.°” 

Many specialized nonprime lenders experienced severe problems when 
defaults on nonprime mortgages increased and investor demand for private- 
label RMBS declined during the Russian debt default crisis in 1998, and 
again during the dotcom— telecom bust of 2000-02. Several FDIC-insured 
banks that were heavily engaged in originating and securitizing nonprime 
mortgages and other nonprime consumer loans failed between 1997 and 
2002. Two large regional banks (Bank One and First Union) reported large 
losses from their nonprime consumer lending operations. Conseco, a large 
insurance company, failed after its nonprime mortgage unit suffered 
devastating losses. Dozens of specialized nonprime lenders were forced to 
sell their mortgage operations and shut down after losing their lines of 
credit.°° 

Major banks and Wall Street securities firms decided to take advantage of 
disruptions in the nonprime mortgage market and expand their lending 
operations by acquiring distressed nonprime lenders. In 1999, Washington 
Mutual (WaMu), the largest U.S. thrift, bought Long Beach Mortgage, 
while National City, a large Cleveland-based regional bank, purchased First 
Franklin. Citigroup bought Associates First Capital in 2000, and JPMC 
acquired Advanta in 2001. Bear Stearns and Lehman Brothers bought 
several nonprime lenders, while HSBC purchased Household in 2002. 
Countrywide, the nation’s largest mortgage lender, became a bank holding 
company in 2001 and rapidly expanded its nonprime lending operations.®? 

Citigroup and HSBC completed their acquisitions of Associates and 
Household even though Associates faced charges of predatory lending by 
federal and state agencies and Household had recently paid almost $500 
million to settle similar charges. Citigroup ultimately paid $240 million to 
resolve the charges against Associates in 2002.”° 

In mid-2000, the Department of Housing and Urban Development 
(HUD) and the Treasury Department issued a joint report that documented 
widespread predatory practices in the subprime mortgage market. Those 
practices included frequent refinancing of subprime loans (“flipping”), 
which resulted in a steady loss of home equity (“equity stripping”) through 


assessments of prepayment penalties and high closing costs for each 
refinancing. Subprime lending abuses also included high-pressure sales 
tactics, exploitation of unsophisticated borrowers, lending without regard to 
the borrower’s ability to repay, falsification of the borrower’s income or 
assets, inflated appraisals, and aggressive foreclosure policies.’! After the 
HUD-Treasury study was issued, Senator Paul Sarbanes (D-MD) 
introduced federal legislation to prohibit predatory lending. However, 
Senator Phil Gramm (R-TX) and other supporters of nonprime mortgage 
lenders successfully blocked Sarbanes’ bill.’ 

Consumer advocates, state and local officials, and some members of 
Congress urged the Fed to exercise its authority—under the Home 
Ownership and Equity Protection Act of 1994 (HOEPA)—to issue 
regulations that would prohibit “unfair” and “deceptive” mortgage lending 
practices by federally chartered and state-licensed lenders. However, the 
Fed under Alan Greenspan’s leadership issued only one very limited rule in 
late 2001. The 2001 rule slightly expanded the range of mortgages covered 
by HOEPA, but it applied to “only about 1% of subprime loans” and was 
easily avoided by nonprime lenders. Fed Governor Edward Gramlich 
privately advised Greenspan that the Fed should adopt stronger rules to 
deter predatory lending. However, the Fed did not take any further action 
under HOEPA until 2008, when it adopted rules (under Chairman Ben 
Bermanke’s leadership) prohibiting unfair and deceptive practices for a 
substantially broader category of “high-priced” mortgage loans. The Fed’s 
2008 rules were issued “a year after the subprime market had shut down,” 
and they were far too late to stop the predatory lending practices that led to 
the financial crisis.” 

As the nonprime mortgage boom expanded, federal regulators missed 
many other opportunities to issue strong rules that could have stopped 
banks and their subsidiaries from making unsound and predatory nonprime 
loans. Federal regulators issued several statements of “supervisory 
guidance” between 1999 and 2003, which warned banks to avoid “abusive 
practices” in nonprime lending. However, those statements did not impose 
any binding standards on banks or their subsidiaries.” 

The Office of Thrift Supervision (OTS) did not issue any formal 
regulations to address predatory lending by federal thrifts. The OCC 
adopted two rules, which generally prohibited unfair and deceptive 
practices by national banks and barred them from making mortgage loans 


without regard to the borrower’s ability to repay. However, the OCC 
implemented both rules in a weak and ineffective manner. When it issued 
the first rule, the OCC said that it lacked authority to identify any specific 
practices, such as loan flipping or equity stripping, as being “unfair or 
deceptive.” When it issued the second rule, the OCC told national banks 
they could use “any reasonable method to determine a borrower’s ability to 
repay, including ... credit history, or other relevant factors.””° That lenient 
standard allowed national banks to use “such dubious practices as 
qualifying borrowers solely based on their credit scores” for loans that 
required little or no documentation of income.’© 

In 2005, federal regulators conducted an interagency review of two types 
of “nontraditional” mortgage loans made by six leading banks.’” The first 
widely used nontraditional mortgage was the “hybrid” adjustable-rate 
mortgage (ARM). A hybrid ARM allowed the borrower to pay a low teaser 
rate during the first two or three years of the mortgage. After the 
introductory teaser rate period expired, the mortgage’s interest rate reset to 
a much higher level that required the borrower to repay the remaining 
balance of the mortgage on a fully amortized basis with significantly higher 
payments. ”® 

The second widely used nontraditional mortgage was the “option ARM” 
(“pick-a-pay”) mortgage. An option ARM gave the borrower several 
payment choices during an initial period of three to five years. Those 
payment choices included the ability to make interest-only payments or to 
make even lower payments that did not cover all of the accrued interest (in 
which case the unpaid interest was added to the mortgage’s principal 
balance). Most borrowers who received option ARMs chose to make either 
interest-only payments or the lowest possible payments. As a result, the 
required payments on their mortgages jumped dramatically after the initial 
period expired. Thus, both hybrid ARMs and option ARMs inflicted 
substantial payment shock on borrowers after their initial payment periods 
expired. Hybrid ARMs were usually given to subprime borrowers, while 
option ARMs were typically provided to Alt-A borrowers, who had slightly 
better credit records.” 

The 2005 interagency review by federal regulators determined that 
during the previous year, nontraditional mortgages accounted for 59% of all 
mortgage originations at Countrywide, 58% at Wells Fargo, 51% at 


National City, 31% at WaMu, 26.5% at Citigroup, and 18.3% at Bank of 
America. The interagency review also found that two-thirds of the 
nontraditional mortgages made by those banks were low-documentation 
(low-doc) or no-documentation (no-doc) loans, which did not require 
verification of the borrower’s income or assets. Low-doc and no-doc loans 
were frequently referred to as “liar’s loans” because they encouraged 
deception by borrowers or lenders (or both). After completing the 
interagency review, the Fed, FDIC, OCC, and OTS issued proposed 
guidance and then debated for several months before adopting final 
guidance in 2006. The final guidance was limited to option ARMs and 
warmed banks about the dangers of making “unsound” option ARMs. 
However, that guidance was relatively weak and did not impose any 
binding limits on low-doc and no-doc mortgages.®? 

In July 2007, federal regulators issued similar guidance covering hybrid 
subprime ARMs. The 2007 guidance stated that mortgage lenders (1) 
should underwrite hybrid ARMs based on the fully amortized rate instead 
of the introductory teaser rate and (2) should verify the borrower’s ability to 
repay the loan from sources other than the home’s foreclosure value. The 
2006 and 2007 statements of guidance did not establish mandatory rules. 
They “were presented merely as advice on best practices, were not directly 
enforceable by the agencies, and did not give borrowers any right to file 
lawsuits if lenders failed to follow the guidance.”®! When the 2006 
guidance was issued, Comptroller of the Currency John Dugan told a 
meeting of bankers that the guidance “is not a ban on the use of 
nontraditional mortgage products” and “does not impose a limit on the 
number of nontraditional mortgages an institution may hold.”° 

Trade associations representing banks and nonbank mortgage lenders 
strongly opposed both statements of guidance, and they were successful in 
delaying and weakening those statements.°? The mortgage industry’s 
determined efforts to block even watered-down, nonbinding guidance 
showed how far lending standards had fallen by 2006. A Countrywide 
executive admitted at a congressional hearing in March 2008 that “about 
60%” of borrowers who received hybrid subprime ARMs could not pay 
“the fully indexed rate” after their teaser rate periods expired.** As that 
admission revealed—and as the 2007 guidance implicitly acknowledged— 
banks and nonbank mortgage lenders had extended millions of nonprime 


ARMs to borrowers who could not afford to make fully amortized 
payments over the life of their loans. A massive wave of defaults was 
therefore certain to occur if home prices stopped rising and began to fall. 
Under those conditions, borrowers could not refinance their nontraditional 


mortgages or sell their homes before their teaser rate periods expired.®° 


Federal regulators adopted light-touch supervisory and enforcement policies 
that were as ineffective as their weak rules and guidance. Between 1998 and 
2007, the Fed did not examine mortgage lending subsidiaries of bank 
holding companies for consumer law violations, even though the Fed 
possessed direct supervisory authority over those subsidiaries. The Fed 
maintained its no-supervision policy despite critical reports issued by the 
Government Accountability Office (GAO) in 1999 and 2004 and growing 
evidence of predatory lending. The Fed chose not to examine mortgage 
lending subsidiaries even at large bank holding companies that were heavily 
involved in originating and securitizing nonprime mortgages, such as 
Citigroup, Countrywide, HSBC, JPMC, National City, and Wachovia.°° 

In the early 2000s, Greenspan rejected Governor Gramlich’s proposal to 
establish a pilot program for determining whether predatory lending abuses 
were occurring at large bank holding companies. Greenspan worried that 
the Fed “lacked sufficient resources” to supervise nonbank subsidiaries of 
bank holding companies. According to Saundra Braunstein, an official in 
the Fed’s Consumer and Community Affairs Division, Greenspan and other 
Fed officials were also concerned that creating an oversight program could 
create an “uneven playing field” between bank holding company 
subsidiaries and independent nonbank mortgage lenders (which the Fed did 
not regulate).°7 

Thus, Greenspan played a decisive role in the Fed’s failure to adopt 
effective regulations under HOEPA as well as the Fed’s refusal to supervise 
mortgage lending subsidiaries of bank holding companies. As explained in 
Chapters 7 and 8, Greenspan argued that government regulation was 
counterproductive. In contrast, he expressed great confidence in the 
effectiveness of market discipline and private risk management. 
Greenspan’s preference for light-touch regulation reflected a broader 
mindset at the Fed, which favored deregulatory policies during the decade 


leading up to the financial crisis. As Fed General Counsel Scott Alvarez 
explained in 2010, “The mind-set was that there should be no regulation; 
that the market should take care of policing, unless there is already an 
identified problem.”°® 

During a hearing before the House Oversight Committee in October 
2008, Greenspan expressed “shocked disbelief” that “the self-interest of 
lending institutions” had failed to prevent systemic recklessness and fraud 
in the nonprime mortgage market. Greenspan said he was “shocked because 
I’d been going for 40 years or so with considerable evidence” that the 
market’s ability to self-correct “was working exceptionally well.”°9 

Greenspan’s claim of “shocked disbelief” was contradicted by his own 
testimony six years earlier about pervasive fraud at Enron, WorldCom, and 
other bankrupt dotcom and telecom firms. During a congressional hearing 
in July 2002, Greenspan acknowledged that private sector gatekeepers— 
including corporate directors, auditors, lawyers, Wall Street securities 
analysts, and credit ratings agencies—“all failed for one reason or another 
to detect and blow the whistle on those who breached the level of trust 
essential to well-functioning markets.” Greenspan also admitted that “an 
infectious greed seemed to grip much of our business community.”?° In 
view of his “infectious greed” testimony, Greenspan’s claim of “shocked 
disbelief” about the collapse of the nonprime mortgage market resembled 
Captain Renault’s professed shock about gambling (while collecting his 
winnings) at Rick’s Café Americain in Casablanca. 

During the late 1990s and early 2000s, consumer advocates and local and 
state officials repeatedly warned Greenspan and other Fed Governors and 
staff members about widespread abuses in the nonprime mortgage market. 
Except for Gramlich, senior Fed officials dismissed those warnings as 
“anecdotal.” At a meeting of the Fed’s Consumer Advisory Council in 
2005, one consumer lawyer asked, “How many tens [of] thousands of 
anecdotes will it take to convince you that this is a trend?”?! 

Greenspan favored nonprime mortgages because they “facilitated the 
national policy of making homeownership more broadly available.” As 
Bernanke subsequently pointed out, many political leaders and regulators 
agreed with Greenspan that nonprime mortgages were “a key part of the 
democratization of credit,’ which increased homeownership among 
“African-Americans and Hispanics, and people with low incomes.”?? Bill 


Clinton’s and George W. Bush’s administrations strongly advocated policies 
promoting wider homeownership among lower-income and minority 
households. Unfortunately, their pro-home-ownership policies provided 
convenient political cover for predatory nonprime lenders offering complex 
and opaque mortgages with abusive terms that took advantage of 
unsophisticated borrowers.2° FDIC Chairman Sheila Bair condemned 
hybrid subprime ARMs as a “noxious product” that did not “expand credit” 
in any positive way. In her view, those mortgages were “purposefully 
designed to be unaffordable, [and] to force borrowers into a series of 
refinancings and the fat fees that went along with them.”% 

Greenspan said that he strongly opposed governmental intervention in the 
nonprime mortgage market except in demonstrated cases of fraud. Even in 
those cases, Greenspan argued that fraud should be addressed by traditional 
law enforcement authorities rather than bank regulators. Greenspan’s 
outlook explained why the Fed did so little during his tenure to enforce the 
consumer protection laws within its jurisdiction.®° 

In 2004, the Fed issued a consent order against Citigroup for predatory 
lending practices that continued after Citigroup acquired Associates (even 
though Citigroup had pledged to stop those practices). The Fed assessed a 
$70 million fine against Citigroup, but it did not impose sanctions on any 
officers or employees who were responsible for the abusive practices. The 
Citigroup order was the only public enforcement action that the Fed 
pursued against any major bank for consumer lending violations between 
2000 and 2007. The Fed’s other public enforcement actions on mortgage 
issues were directed at small community banks, which had a negligible 
presence in the nonprime market.*° 

Senior officials at the Office of the Comptroller of the Currency shared 
the deregulatory mindset of Greenspan’s Fed during the period leading up 
to the financial crisis. In the mid-1990s, the Fed and the OCC adopted a 
policy of “risk-focused supervision” under the leadership of Greenspan and 
Comptroller of the Currency Eugene Ludwig. Greenspan believed that 
traditional methods of bank supervision—including detailed reviews of loan 
files and other forms of “transaction-testing”—were “unduly intrusive” for 
large, complex banking organizations. Ludwig agreed with Greenspan that 
“a lighter hand at regulation was the appropriate way to regulate” those 
institutions.9” 


The Fed and the OCC applied their policy of risk-focused supervision to 
the largest banks from the mid-1990s until the financial crisis began, and 
they never abandoned that policy despite its manifest failures. The Fed’s 
and the OCC’s examiners stopped investigating, in any detailed manner, the 
actual transactions and activities of megabanks. Instead, they reviewed 
internal governance procedures, internal risk controls, and internal risk 
management policies of large, complex banking organizations. Risk- 
focused supervision encouraged highly deferential evaluations of the 
internal policies and procedures at megabanks. The OCC’s handbook for 
large bank supervision stated that “examiners do not attempt to restrict risk- 
taking but rather determine whether banks identify, understand, and control 
the risks they assume.”?° 

The Fed and the OCC continued their light-touch supervisory program 
despite criticism from the Government Accountability Office in 2000. The 
GAO warned that the agencies’ risk-focused policy “may result in some 
bank operations receiving minimal scrutiny,” and “some risks may not be 
appropriately identified.” The GAO’s concerns proved to be well founded. 
For example, the Fed and the OCC apparently did not perform any rigorous 
analysis of the risks posed by CDOs to megabanks prior to the outbreak of 
the financial crisis in August 2007. In addition, the Fed and OCC did not 
know until the fall of 2007 that Citigroup and other megabanks had 
transferred more than $1.3 trillion of high-risk, illiquid assets to off- 
balance-sheet vehicles in transactions that resembled Enron’s manipulative 
shell games.2? 

Eugene Ludwig’s successors continued the OCC’s light-touch regulatory 
approach. In a 2005 speech, Acting Comptroller of the Currency Julie 
Williams told a group of bankers that the OCC’s leaders were “advocates on 
the national stage [for] measures designed to make regulation more 
efficient, and less costly, less intrusive, less complex, and less demanding 
on [bankers] and [their] resources.” In 2007, Comptroller of the Currency 
John Dugan told Congress that the OCC strongly opposed legislative or 
regulatory constraints on financial “innovations” because “sorting out 
which ones are the most positive and somewhat less positive is generally 
not something that the Federal Government is good at doing.” The OCC, 
like the Fed, was eager to encourage “innovations” by the financial 
industry, but it was much less interested in determining whether any of 


those “innovations” were harmful strategies designed to evade regulation 
and exploit consumers.1°° 

In the 1990s, U.K. bank regulators developed a new supervisory program 
that closely resembled the risk-focused policy of the Fed and OCC. The 
U.K.’s new supervisory program adopted “a myopic focus on [internal] risk 
Management and control systems” and was “over-reliant on banks’ self- 
assessments of their own risk.” U.K. bank regulators, like their U.S. 
counterparts, stopped “using their [own] judgement about the riskiness of a 
bank’s overall position.” 1°! 

The OTS was the most extreme example of the deregulatory trend. In 
2004, OTS Director James Gilleran declared that his goal was “to allow 
thrifts to operate with a wide breadth of freedom from regulatory 
intervention.” John Reich, who succeeded Gilleran as OTS Director in 
2005, described regulatory relief as his “favorite topic” and “something 
near and dear to my heart.” In 2003, Gilleran and Reich (who was then 
serving as the FDIC’s Vice Chairman) posed for a photo with leaders of 
three bank trade associations. The photo was staged to demonstrate 
Gilleran’s and Reich’s commitment to “Cutting Red Tape” by displaying 
their eagerness to demolish a pile of paper regulations. Reich wielded a pair 
of garden shears, while Gilleran brandished a chain saw. !° 

The OTS brought only “five to six” public enforcement actions against 
federal thrifts for “unfair and deceptive practices” between 2000 and 2008. 
The OCC’s record was only marginally better, as it issued just thirteen 
public enforcement orders against national banks for violations of consumer 
protection laws between 1995 and 2007. The OCC issued most of those 
orders against small national banks, and not a single order was entered 
against any of the eight largest national banks. The largest banks, however, 
were the subject of a disproportionate majority of complaints filed by 
consumers with the OCC.1% 


In the absence of any effective action by federal regulators, many states 
tried to stop unfair and deceptive practices by nonprime mortgage lenders. 
North Carolina was the first state to enact an anti-predatory-lending (APL) 
law in 1999. Other states quickly passed similar laws. By the end of 2007, 
thirty states and the District of Columbia had adopted APL laws to combat 


mortgage lending abuses. State APL laws varied widely in their terms and 
practical impact. Some state laws, such as those in North Carolina, New 
Mexico, and New York, established strong protections for subprime 
borrowers. Other state laws, including those in California, Florida, and 
Nevada, were relatively weak.'°* Two studies found that strong state APL 
laws significantly decreased the percentages of subprime mortgages with 
prepayment penalties and other abusive terms, reduced the rate of defaults 
on subprime mortgages, and prohibited lenders from “steering” borrowers 
into subprime mortgages when they qualified for prime mortgages.!°° 

State officials brought thousands of enforcement proceedings to stop 
predatory lending during the nonprime mortgage boom, including more 
than 4,000 actions in 2003 and more than 3,600 actions in 2006. State 
attorneys general forced several large nonbank mortgage lenders to enter 
into multi-state settlements and pay substantial penalties, including a $484 
million settlement with Household in 2002, a $60 million settlement with 
First Alliance in 2002, and a $325 million settlkement with Ameriquest in 
2006.1°° 

The OTS and OCC quickly moved to block the states from enforcing 
state consumer protection laws against federally chartered depository 
institutions and their affiliates. The OTS and OCC issued orders and 
regulations that preempted the application of state APL laws to federal 
thrifts, national banks, and their subsidiaries and agents. The OTS and OCC 
also participated in lawsuits to stop state enforcement proceedings against 
federal thrifts, national banks, and their subsidiaries and agents.!°” The OTS 
and OCC enabled many nonprime lenders to escape state regulation by 
transferring their operations to federal thrifts and national banks. Federal 
preemption made it much more difficult for states to enact APL laws or to 
enforce those laws against state-licensed lenders, because state-licensed 
lenders insisted on “competitive parity” with federally chartered lenders.!°° 

Thus, the OTS and OCC “hamstrung” the efforts of many states to stop 
predatory nonprime lending.!°? Three studies found that the OCC’s 
preemption rules had highly adverse economic effects because (1) national 
banks and their subsidiaries significantly increased the volume and risks of 
their subprime mortgage lending activities in states with strong APL laws 
after January 2004, when the OCC issued its rules to override those state 
laws, (2) subprime mortgages made after January 2004 in states with strong 


APL laws had substantially higher default rates, compared with pre-2004 
loans, and (3) states with strong APL laws experienced more intense boom- 
and-bust cycles in home prices and employment after January 2004, when 
those laws were no longer enforceable against national banks and their 
subsidiaries. /!° 

The OCC and the OTS had powerful financial incentives to use 
preemption and lax regulation to attract depository institutions to their 
chartering and regulatory regimes. Both agencies funded their operations by 
making assessments on the institutions they regulated, and the biggest 
institutions paid the largest assessments. Thus, each new national bank 
charter increased the OCC’s budget, and every new federal thrift charter 
boosted the OTS’s budget. In 2002, Comptroller of the Currency John D. 
Hawke, Jr. stated that preemption was “one of the advantages of the 
national charter, and I’m not the least bit ashamed to promote it.”!'! Three 
large multi-state banks converted from state to national charters after the 
OCC issued its sweeping preemption rules in January 2004, and the OCC’s 
budget increased by 15% in 2005.!!¢ 

The OTS’s aggressive preemption of state laws and its ultra-light-touch 
regulation helped to convince most state-chartered thrifts to convert to 
federal thrift charters by the early 2000s. In May 2007, OTS Director John 
Reich described WaMu—the biggest thrift institution, whose fees funded 
more than 12% of the OTS’s budget—as “my largest constituent.” In the 
same year, the OTS persuaded Countrywide to convert from a national bank 
to a federal thrift by promising to give Countrywide even more lenient 
treatment than it was receiving from the OCC and the Fed.!!° 


The international bank capital accords issued by the Basel Committee on 
Bank Supervision provided strong incentives for banks in the U.S., U.K., 
and Europe to engage in mortgage lending and securitization. Under the 
Basel I accord (issued in 1988), banks calculated their risk-based capital 
requirements by dividing the amount of their qualifying capital by the 
amount of their risk-weighted assets. Basel I established several categories 
of risk weights for assets, ranging from 0% for the safest assets (such as 
U.S. Treasury bonds) to 100% for the riskiest assets (including most types 
of consumer loans and all commercial loans). Mortgages for one-to-four- 


family residences received a special risk weight of 50% and therefore 
required only half as much capital as other types of consumer loans. 

A 1996 amendment to Basel I allowed the largest banks to use their own 
internal risk models to calculate their capital requirements for “market risk” 
created by trading activities in securities, derivatives and other financial 
instruments. The Basel II accord (issued in 2004) permitted the biggest 
banks to use internal risk models to establish their capital requirements for 
credit risk as well as market risk. In the U.S., banks had to satisfy a separate 
U.S. leverage capital standard, equal to about 4% of their total (unweighted) 
assets. The U.S. leverage standard did not apply to foreign banks, and most 
foreign nations did not impose a leverage requirement.!!4 

The Basel accords allowed banks to reduce their capital requirements 
either by moving their loans (through securitization) to off-balance-sheet 
conduits or by obtaining financial guarantees from AAA- or AA-rated 
companies.!!° Basel II’s reliance on internal risk models created strong 
incentives for big banks to reduce their capital requirements by constructing 
models that minimized their reported exposures to credit risk and market 
risk. The internal risk models created by major banks were highly complex, 
and regulators often lacked sufficient expertise and logistical resources to 
evaluate the accuracy of those models.!!® 

Richard Spillenkothen, who served as the Fed’s Director of Bank 
Supervision from 1991 to 2006, later criticized regulatory agencies for 
accepting the premises of Basel II. Spillenkothen explained that Basel II’s 
flawed assumptions included an “excessive faith in internal bank risk 
models, an infatuation with the specious accuracy of complex quantitative 
risk measurement techniques, and a willingness ... to tolerate a reduction in 
regulatory capital in return for the prospect of better risk management and 
greater risk-sensitivity.” 1!” 

Large global banks used their internal Basel II risk models to decrease 
their risk-weighted assets—their assets as adjusted (reduced) based on risk 
modeling. Reducing risk-weighted assets allowed big banks to decrease the 
denominator for their risk-based capital ratios and thereby diminish their 
capital requirements. Between 1994 and 2008, a group of fifteen 
systemically important banks in the U.S., U.K., and Europe effectively cut 
their risk-based capital requirements in half by reducing the average ratio of 
their risk-weighted assets to their total (unweighted) assets from 65% to 


33%."'8 Between 2001 and 2006, the nine largest U.K. banks cut the 
average ratio of their risk-weighted assets to their total assets from 50% to 
41%. Northern Rock achieved the most dramatic reduction, as it slashed its 
capital requirements by more than 40% and increased its dividend by over 
30% after adopting new internal risk models under Basel II.!° 

In April 2004, the SEC established consolidated capital requirements for 
the Big Five securities firms. The SEC’s requirements incorporated Basel 
II’s risk-based capital rules along with Basel II’s reliance on internal 
models. However, the SEC’s capital requirements for the Big Five did not 
include any leverage capital standard. All five securities firms increased 
their leverage substantially between 2004 and 2007. In 2007, the leverage 
ratio for Goldman Sachs reached 26:1, while the leverage ratios for the 
other four big securities firms topped 30:1.!7° 

In 2007 several major U.K. and European universal banks posted 
leverage ratios higher than 30:1—including ratios that exceeded 50:1 at 
Deutsche Bank and UBS—because those banks did not have to satisfy a 
leverage capital requirement. The absence of a leverage requirement in the 
U.K. and Europe encouraged large banks in those regions to maintain very 
low levels of equity capital and to expand their balance sheets by acquiring 
assets (including mortgage loans and RMBS) that carried relatively low risk 
weights under Basel II.!*! The U.S. leverage capital standard for banks was 
better than nothing, but it did not ensure a high level of capitalization for 
the biggest U.S. banks. The leverage ratios for BofA and Citigroup were 
almost 21:1 and 25:1, respectively, on the eve of the financial crisis in 
2007.124 


U.S. bank regulators implemented the Basel accords with relatively weak 
capital rules that allowed the largest banks to establish highly leveraged 
nonprime mortgage factories. The federal agencies issued a joint capital 
rule in 2001, which was purportedly designed to strengthen capital 
requirements for securitizations. However, it produced the opposite result. 
The 2001 rule required banks to hold much higher levels of capital if they 
retained equity tranches (the lowest or “first loss” tranches) from 
securitizations of mortgages or other loans.'*? Large banks avoided those 
higher capital charges by selling equity tranches of their nonprime RMBS 


and CDOs to hedge funds and other investors with a high risk tolerance. In 
many cases, bank underwriters of nonprime RMBS and CDOs provided 
loans to finance the purchases of equity tranches by hedge funds. By 
providing such loans, bank underwriters avoided capital charges for equity 
tranches but retained much of the underlying credit risk of those 
tranches.!*4 

The 2001 joint capital rule also contained a major weakness that helped 
to inflate the nonprime lending boom. The rule stated that tranches of 
private-label RMBS and CDOs would qualify for a 20% risk weight 
(instead of 50% or 100%) under regulatory capital rules if the tranches were 
rated AAA or AA by credit rating agencies, or if the tranches were backed 
by financial guarantees issued by companies rated AAA or AA. The 2001 
rule allowed banks to hold highly rated tranches of private-label RMBS or 
CDOs with the same 1.6% capital charge that applied to agency RMBS 
issued by Fannie Mae and Freddie Mac. The 2001 rule ignored the fact that 
private-label RMBS and CDOs were backed by pools of risky nonprime 
mortgages, while agency RMBS were backed by much safer pools of prime 
mortgages that conformed to Fannie’s and Freddie’s underwriting 
standards. !° 

Federal regulators approved the 1.6% capital charge for highly rated or 
guaranteed tranches of private-label RMBS and CDOs even though experts 
warned that conflicts of interest at credit rating agencies would produce 
inflated ratings. Banks that underwrote private-label RMBS and CDOs paid 
fees to credit rating agencies for their ratings, and banks paid extra fees to 
the same agencies for consulting services. Conflicts of interest at credit 
rating agencies resulted in highly inflated and erroneous ratings for 
nonprime RMBS and CDOs.!° 

The 2001 joint capital rule encouraged bank underwriters to obtain 
financial guarantees for RMBS or CDO tranches from AAA-rated or AA- 
rated companies. The most widely used financial guarantees were (1) credit 
default swaps issued by AIG and (2) bond insurance issued by monoline 
insurers, such as Ambac and MBIA. Financial guarantees allowed banks to 
secure AAA ratings for the RMBS and CDO tranches they underwrote, and 
they could retain highly rated tranches on their balance sheets while 
satisfying low capital requirements. Financial guarantees also established 
extensive financial linkages between large insurance companies and major 


banks. Those connections produced devastating concentrations and 
spillovers of systemic risk in 2007 and 2008.!7 

In 2004, federal regulators issued another joint capital rule, which 
allowed banks to add even more leverage to their nonprime mortgage 
factories. The 2004 rule also permitted big banks to blunt the impact of an 
initiative by the Financial Accounting Standards Board (FASB), which was 
designed to stop abusive transactions similar to Enron’s fraudulent use of 
off-balance-sheet SPEs. In 2003, FASB issued Interpretations 46 and 46R, 
which required banks and other publicly owned companies to include assets 
held by sponsored SPEs on their consolidated balance sheets if they 
provided financial guarantees to investors who purchased securities from 
the SPEs. 

Large, publicly owned banks were required to follow Interpretations 46 
and 46R in preparing their audited financial statements. However, big banks 
feared that Interpretations 46 and 46R would compel them to include 
securitized assets held by sponsored SPEs in calculating their regulatory 
capital requirements. Big banks had established hundreds of off-balance- 
sheet SPEs to hold securitized assets, and banks frequently provided 
guarantees to investors who purchased securities issued by those SPEs. 

After extensive lobbying by big banks and their trade associations, 
federal regulators issued a joint rule in July 2004. The 2004 rule established 
a special 10% risk weight for lines of credit and other guarantees that banks 
provided to support the sale of securities by their off-balance-sheet SPEs if 
the guarantees had a term of less than one year. Thus, banks had to maintain 
only 0.8% of capital for the short-term guarantees they provided to their 
off-balance-sheet SPEs, and banks could repeatedly renew those guarantees. 
In addition, banks did not have to satisfy any capital charge if they provided 
only implicit (reputational) support to their off-balance-sheet SPEs. 

The 2004 joint capital rule allowed U.S. banks to maintain their extensive 
networks of off-balance-sheet SPEs for securitized assets while holding 
minimal levels of regulatory capital against their exposures to those SPEs. 
Thus, the big-bank lobby persuaded federal bank regulators not to support 
FASB’s efforts to stop banks from abusing off-balance-sheet SPEs as Enron 
had done. Federal regulators allowed the largest banks—including several 
that helped to structure Enron’s fraudulent SPEs—to continue using off- 
balance-sheet SPEs for the purpose of avoiding higher capital requirements. 


Many European countries provided similarly lenient capital treatment to 
banks that transferred securitized assets to off-balance-sheet SPEs.!7° 

By 2007, U.S. and foreign banks sponsored and provided financial 
guarantees to more than three hundred off-balance-sheet conduits. Those 
conduits held securitized assets and issued more than $900 billion of asset- 
backed commercial paper (ABCP) to investors. In addition, U.S. and 
foreign banks established dozens of off-balance-sheet structured investment 
vehicles (SIVs), a different category of SPEs. SIVs held about $400 billion 
of securitized assets and sold both ABCP and medium-term notes to 
investors. Unlike conduits, SIVs usually did not rely on explicit guarantees 
from their sponsoring banks and instead depended on the banks’ implicit 
(reputational) support.!79 


Congress provided a further boost to the nonprime mortgage market by 
passing the Bankruptcy Abuse Prevention and Consumer Protection Act of 
2005 (BAPCPA). BAPCPA expanded the safe harbors for derivatives and 
securities repurchase agreements (repos) under the Bankruptcy Code. As 
discussed in Chapter 7, those safe harbors exempt holders of derivatives 
and repos from the Code’s automatic stay provisions that freeze the rights 
of creditors when a debtor files for bankruptcy. Accordingly, safe harbors 
permit holders of derivatives and repos to take the following actions 
immediately after a counterparty files for bankruptcy: (1) terminating their 
contracts with that counterparty, (2) setting off (deducting) their claims 
against any amounts they owe to that counterparty, and (3) seizing and 
selling any collateral posted by that counterparty. 

Prior to BAPCPA, the safe harbor for repos was limited to repos that 
were secured by U.S. Treasury securities, qualifying bank certificates of 
deposit, or debt securities issued by government-sponsored enterprises, 
including Fannie Mae and Freddie Mac. BAPCPA enlarged that safe harbor 
to include repos secured by a wide range of mortgage-related assets, 
including nonprime mortgages, private-label RMBS, and CDOs. BAPCPA 
greatly expanded the use of repo funding for nonprime mortgages and 
thereby produced a further expansion of the nonprime mortgage market.!°° 

Big banks and securities firms conducted a multi-year lobbying campaign 
to obtain BAPCPA’s passage. As the largest holders of derivatives and 


repos, they were the primary beneficiaries of BAPCPA’s expanded safe 
harbors. In response to BAPCPA, the volume of repos held by securities 
broker-dealers (including independent securities firms and_ securities 
affiliates of banks) grew from $2.5 trillion in 2005 to more than $3.5 trillion 
in 2007. BAPCPA weakened market discipline and encouraged excessive 
risk-taking by large banks and securities firms because the legislation gave 
them confidence that they would suffer relatively few losses if their 
counterparties defaulted on derivatives or repos.!?! 


In 2011, OCC staff economist Douglas Robertson reviewed an interagency 
statement of guidance on subprime mortgages, which federal regulators 
issued in 1999. Robertson noted that the 1999 guidance contained detailed 
warnings about the dangers of subprime lending and “reads like the 
prophecy of Cassandra.” He concluded that “regulators knew the risks of 
subprime well and accurately,” and he therefore asked, “How could the 
subprime crisis happen?” !?+ 

Robertson’s question becomes even harder to answer when one considers 
similar warnings contained in the joint statements of guidance on option 
ARMs and hybrid subprime ARMs that regulators issued in 2006 and 2007. 
By that time, the annual volume of nonprime mortgage originations had 
exploded from $200 billion in 2001 to $740 billion in 2004, $940 billion in 
2005, and $1 trillion in 2006. Option ARMs and hybrid subprime ARMs 
accounted for a majority of new nonprime mortgages in 2004, 2005, and 
2006.1%9 

As explained in Chapter 10, underwriting standards for nonprime 
mortgages declined steadily as the housing bubble expanded. Federal 
regulators understood that nonprime mortgages had become riskier by 
2005. They also knew that many borrowers with hybrid subprime ARMs 
and option ARMs would default if housing prices started to decline because 
they would no longer be able to refinance their mortgages before their 
introductory teaser rate periods expired. Nevertheless, federal regulators 
failed to take any meaningful steps to stop the growth of nonprime lending 
before the financial crisis began in August 2007.!°4 Why not? 

Economic, political, and ideological factors help to explain why 
policymakers and regulators on both sides of the Atlantic did not respond to 


the reckless proliferation of nonprime mortgages and the toxic buildup of 
high-risk private sector debts. The financial sector became a much more 
important part of many national economies as the financial industry 
experienced rapid growth and massive consolidation in the U.S., U.K., and 
Europe after 1990. Total U.S. financial sector assets (including assets under 
management) rose from 254% to 420% of U.S. GDP between 1991 and 
2006. U.S. financial sector profits increased from 13% to 27% of total 
pretax domestic profits between 1980 and 2007. Stocks of financial firms 
included in the S&P 500 index held the highest aggregate value of any 
industry sector from 1995 to 1998 and again from 2002 to 2007. The 
percentage of U.S. banking assets held by the three largest banks 
quadrupled from 10% to 40% between 1990 and 2008.'°° 

Total assets held by U.K. banks grew from less than 50% to more than 
500% of U.K. GDP between 1970 and 2007. The three largest U.K. banks 
held more than half of the U.K. banking industry’s assets in 2007. Gross 
profits of U.K. financial companies rose from 8% to 15% of all U.K. 
corporate profits between the mid-1980s and 2007. In both the U.S. and the 
U.K., the financial sector’s total contribution to GDP increased from about 
5% to 8% between the 1970s and 2007.!°° 

The rising economic significance and profitability of the financial sector, 
and the emergence of dominant financial giants, produced a dramatic 
increase in the financial industry’s political influence. This was particularly 
true after legal changes in the U.S. and the U.K. during the 1980s and 1990s 
brought together the banking, securities, and insurance industries. The U.S. 
financial sector has been “far and away the largest source of campaign 
contributions to federal candidates and parties” since 1998, and it is also the 
third-ranked sector for lobbying expenditures.'°’ The U.S. financial sector 
provided almost $2.4 billion of political contributions between 1990 and 
2008, and it also spent $3.4 billion on lobbying between 1998 and 2008.!%8 
The U.S. financial sector accounted for 15% of all lobbying expenditures 
between 1999 and 2006, and it employed three thousand lobbyists in 2007. 
Many of those lobbyists were former executive branch officials, former 
members of Congress, and former senior financial regulators.!°? 

The U.S. financial industry’s increased economic importance, 
profitability, and political clout made it very difficult for regulators to 
restrain the industry’s risk-taking, especially as the largest financial 


institutions seemed to be prospering. Roger Cole, the Fed’s Director of 
Bank Supervision between 2006 and 2009, stated that regulators 
encountered strong pushback whenever they urged big banks to follow 
more conservative risk management policies. As Cole pointed out, “a lot of 
that pushback was given credence” by the fact that the largest banks were 
reporting profits of “$4 to $5 billion per quarter.”!4° FDIC Chairman Sheila 
Bair agreed that it was “difficult to rein in profitable legal financial 
activities without hard evidence that the activities were creating 
unwarranted risk.”!+! 

Ben Bernanke acknowledged that industry lobbying and “political 
pressure” created serious problems for federal bank regulators whenever 
they tried to impose more stringent standards on the financial industry 
during the 2000s.'4* Former U.K. Chancellor of the Exchequer Gordon 
Brown admitted that the financial industry exerted “a huge amount of 
pressure” to obtain light-touch regulatory policies from the U.K. Financial 
Services Authority (FSA) during the pre-crisis period. Howard Davies, who 
served as the FSA’s Chairman during the early 2000s, later conceded that 
“the political climate in which U.K. regulators were operating ... was 
highly unfavourable to tight regulation” before the financial crisis began in 
2007. As Davies explained, “The City of London was seen as the golden 
goose that lays golden eggs, which should on no account be frightened into 
flapping its wings and flying away.”!*° 

The enhanced influence and prestige of the largest financial firms and the 
extraordinary rise in financial sector compensation after 1980 encouraged 
much more frequent use of the “revolving door’ between senior 
government posts and highly compensated positions at top financial firms 
and their elite service providers (e.g., Wall Street law firms and financial 
consulting firms). Wall Street securities firms and big banks were eager to 
place their senior executives in top government posts to gain more 
favorable regulatory treatment. The rapidly growing gap between financial 
industry compensation and government pay caused many senior financial 
regulators to leave government service and work for the financial industry. 
The ratio between average compensation levels for top financial executives 
and senior financial regulators widened dramatically from 10:1 in 1980 to 
60:1 in 2005.14 


The careers of former Treasury Secretaries Robert Rubin and Henry 
Paulson illustrated how the revolving door worked during the 1990s and 
2000s. Rubin served as co-chairman of Goldman Sachs before he became 
Treasury Secretary in 1995, and he joined Citigroup as chairman of its 
executive committee in 1999, soon after leaving government service. 
Paulson stepped down as Goldman’s chairman in 2006 and served as 
Treasury Secretary during the remainder of George W. Bush’s 
administration. There were many similar examples, including three senior 
executives of Goldman who became leading central bankers (Mark Carney, 
William Dudley, and Mario Draghi), two leading central bankers who 
subsequently became senior executives of Goldman and Merrill Lynch 
(Gerald Corrigan and William McDonough), and three prominent lawyers 
who served as Comptrollers of the Currency before returning to consulting 
or law firms (Eugene Ludwig, John D. Hawke, Jr., and John C. Dugan).!*° 

The foregoing developments encouraged financial regulators to develop a 
“confluence of perspectives and opinions” with financial industry leaders, 
thereby creating a consensus in which “Wall Street’s positions became the 
conventional wisdom in Washington.”'*° The revolving door between 
Washington and Wall Street, in combination with extensive social 
connections between regulators and industry leaders, promoted a form of 
“cultural” or “cognitive” capture, in which regulators deferred to the views 
of industry leaders regarding the best ways to draft, interpret, and 
implement financial regulations.'*” As former Treasury Secretary and New 
York Fed President Timothy Geithner later acknowledged, “My jobs mostly 
exposed me to talented senior bankers, and selection bias probably gave me 
an impression that the U.S. financial sector was more capable and ethical 
than it really was.” Geithner became president of the private equity firm 
Warburg Pincus after he left government service in 2013.8 

As the financial industry became “more complicated and central to the 
economy, the federal government became more dependent” on industry 
insiders not only as candidates for regulatory posts but also as sources of 
information and expertise about financial institutions and markets. 
Regulators gave great weight to the views of financial industry leaders, and 
they dismissed the arguments of consumer advocates and other “outsiders” 
who criticized the deregulatory trend. Many regulators viewed such critics 


as “people who simply did not understand the bright new world of modern 


finance.” !49 

After becoming President of the New York Fed in 2003, Geithner 
“recruited some prominent financiers” to join the New York Fed’s board of 
directors to create “an elite roster of the local financial establishment.” The 
new directors included JPMC chairman Jamie Dimon, Lehman Brothers 
CEO Richard Fuld, former Goldman Sachs chairman Stephen Friedman, 
and General Electric chairman Jeffrey Immelt. As Geithner later recounted, 
former Fed Chairman Paul Volcker “presciently warned me that I was 
exposing the Fed to ‘too much reputational risk.’” Geithner admitted that 
the changes he made to the New York Fed’s board contributed to 
“perceptions of capture [of the New York Fed] by the big banks.”!°° 

Domestic and international competition among financial agencies 
encouraged regulators on both sides of the Atlantic to adopt deregulatory 
policies. As described earlier, federal banking agencies actively competed 
to enhance their prestige and increase their budgets by attracting more large 
banks to their chartering and regulatory regimes. Similarly, the 
globalization of finance after 1980 produced an intense competition 
between top international financial centers and encouraged a race to the 
bottom among the regulators of those centers. 

The U.K.’s desire to promote London as the world’s leading financial 
center persuaded U.K. regulators to adopt a light-touch philosophy. In May 
2005, Gordon Brown declared that he wanted “not just a light touch but a 
limited touch” from the FSA to improve “London’s competitive position” as 
well as “the competitiveness of the U.K. financial services sector.” In June 
2007, Brown reaffirmed his commitment to light-touch regulation, and he 
congratulated London’s bankers for helping to create “an era that history 
will record as the beginning of a new Golden Age.” In October 2006, 
Margaret Cole, the FSA’s Director of Enforcement, told an audience in New 
York City that “London’s philosophy of ‘light touch’ regulation has helped 
it in becoming the world’s leading centre for mobile capital.” She added, 
“The FSA is firmly of the view that regulators must be very wary of the 
damaging effects they can have on creativity, innovation and 
competition.” !>! 

American officials responded vigorously to the U.K.’s challenge. On 
November 1, 2006—two weeks after Cole’s speech—New York Mayor 
Michael Bloomberg and Senator Charles Schumer (D-NY) published a joint 


op-ed in the Wall Street Journal. They called for an end to “overregulation” 
and “frivolous litigation” in the U.S. to help New York maintain its “pre- 
eminence in the global financial-services sector.” Bloomberg and Schumer 
criticized U.S. regulators for “often competing to be the toughest cop on the 
street,” and they praised the FSA for being “more collaborative and 
solutions-oriented.” Three weeks later, Treasury Secretary Henry Paulson 
delivered a speech at the Economic Club of New York. Paulson said that 
Bloomberg’s and Schumer’s op-ed was “right on target,” and he declared 
that America’s “broken tort system is an Achilles heel for our economy.” 
Paulson also argued that the U.S. approach to financial regulation and 
enforcement was “confusing and threatening” to U.S. financial institutions 
and other business firms.!°* 

Bloomberg and Schumer commissioned a report from McKinsey & 
Company, published in January 2007. McKinsey’s report recommended that 
U.S. financial regulators should adopt a “measured approach to 
enforcement” similar to the FSA’s policies. The report quoted top U.S. 
financial executives, who praised the FSA as “easier to deal with” and 
“more responsive to their business needs.” The report also argued that U.S. 
bank regulators should get rid of their leverage capital requirement—which 
was not included in Basel II—to give U.S. banks “an equal footing with 
their international competitors.” Bloomberg’s and Schumer’s initiative— 
and the strong support they received from Paulson—illustrated the intense 
political pressures on U.S. financial regulators to embrace the FSA’s light- 


touch policies and accept Basel II’s more lenient capital standards. !°* 


During the 1990s and 2000s, the conventional wisdom on both sides of the 
Atlantic was that “deregulation, ... financial innovation and self-correcting 
markets” produced better results than government regulation and 
supervision./°* Fed chairman Alan Greenspan exemplified that ideology. In 
a September 2005 speech, Greenspan argued that “heavy regulation ... 
imped[ed] efficiency and competitiveness” until the federal government 
adopted a policy of deregulation in the late 1970s. Greenspan contended 
that deregulation, advances in information technology, and financial 
innovations created “a far more flexible, efficient, and hence resilient 
financial system than the one that existed [in 1980].” He praised 


securitization and over-the-counter derivatives for “enabl[ing] the largest 
and most sophisticated banks, in their credit-granting role, to divest 
themselves of much credit risk by passing it to institutions with far less 
leverage.” Greenspan’s 2005 speech echoed his earlier comments in 
October 2004, when he complimented major banks for using credit 
derivatives to reduce their credit exposures to Enron, WorldCom, and other 
distressed corporate borrowers during the early 2000s.!°° 

In a May 2007 speech, New York Fed President Tim Geithner echoed 
Greenspan’s praise for financial innovation and market discipline, as well as 
Greenspan’s deep skepticism about the effectiveness of regulation.!°° 
Geithner stated that “changes in financial markets ... have improved the 
efficiency of financial intermediation and improved our confidence in the 
ability of markets to absorb stress.” Geithner agreed with Greenspan that 
“financial innovation has improved the capacity to measure and manage 
risk” and to “spread [risk] more broadly across countries and 
institutions.”!°7 

Geithner repeated Greenspan’s earlier warning that a prolonged period of 
economic stability—like the “Great Moderation’—could lead _ to 
complacency and excessive risk-taking in financial markets.!°? However, 
both Geithner and Greenspan were fundamentally optimistic about the 
future of the financial industry. According to Geithner, “The larger global 
financial institutions are generally stronger in terms of capital relative to 
risk. Technology and innovation in financial institutions has made it easier 
to manage risk. Risk is less concentrated within the banking system ... and 
[is] spread more broadly across a diversity of institutions.”'°? Geithner’s 
assessment in May 2007 proved to be profoundly mistaken only a few 
months later. 

The pro-deregulation ideology of Greenspan, Geithner, and other U.S. 
regulators was fully shared by policymakers in the U.K. and at the 
International Monetary Fund (IMF). In 2009 the U.K. Financial Services 
Authority issued a post-mortem report on the financial crisis that found 
serious flaws in the “intellectual assumptions on which previous regulatory 
approaches have been largely built.” Those flaws included misplaced 
confidence in “market discipline ... as an effective tool in constraining 
harmful risk-taking,” as well as a mistaken belief that “financial innovation 


can [always] be assumed to be beneficial since market competition would 
winnow out any innovations which did not deliver value added.”!°° 

The U.K. Treasury’s Permanent Secretary, Nick Macpherson, admitted in 
2016 that “a monumental collective intellectual error” occurred among 
central bankers, regulators, and policymakers in the U.K. and U.S. during 
the credit boom of the 2000s. Officials in both countries “failed to see the 
crisis coming” and “failed to spot the build-up of risk.” Similarly, BoE 
governor Mervyn King stated in 2012 that “we should have shouted from 
the rooftops that a system had been built in which banks were too important 
to fail, that banks had grown too quickly and borrowed too much, and that 
so-called ‘light-touch’ regulation hadn’t prevented any of this.”!°! 

The IMF reached similar conclusions in a 2011 post-mortem study of the 
financial crisis. That study concluded: 


The IMF’s ability to correctly identify the mounting risks [of a global financial crisis] was 
hindered by a high degree of groupthink, intellectual capture, [and] a general mindset that a 
major financial crisis in large advanced economies was unlikely. ... [IMF officials believed that] 
market discipline and self-regulation would be sufficient to stave off serious problems in 
financial institutions ... [and] “sophisticated” financial markets could thrive safely with minimal 


regulation. !° 


The “groupthink” cited by the IMF caused U.S. regulators to ignore 
repeated warnings about the dangers of the nonprime mortgage boom and 
the risks of a systemic financial crisis from economists and legal academics 
who were outside the mainstream.!©° For example, Yale economist Robert 
Shiller told a 2004 meeting of the New York Fed’s Economic Advisory 
Panel that the housing boom had entered a “bubble” phase. He estimated 
that home values were “inflated by 30 to 50%,” based on his analysis of 
historical trends in mortgage payments and rents. Shiller later recalled 
feeling that he was “violating groupthink” during his presentation. New 
York Fed President Tim Geithner “ignored Shiller’s warning and summarily 
removed him from the [advisory] board.”!°* 

On two other occasions, Fed Governors and their supporters attacked 
presentations by economists who questioned the Washington—Wall Street 
consensus in favor of market-driven deregulation. In August 2003, Claudio 
Borio and William White, senior economists at the Bank for International 
Settlements, presented a paper at the Kansas City Fed’s annual Economic 
Policy Symposium in Jackson Hole, Wyoming. Borio and White pointed 


out that “episodes of severe financial distress” had occurred with increasing 
frequency after 1980, as many countries adopted a new policy regime that 
emphasized “financial liberalization.” They argued that the new regime’s 
“relaxation of financial and monetary constraints” had caused global 
financial markets to become more “procyclical,” with faster credit growth 
and more pronounced asset price bubbles. As a result, financial systems and 
economies had become “more vulnerable to boom and bust cycles.” !® 
Borio and White recommended stronger “macroprudential” safeguards— 
including higher capital requirements—to prevent buildups of “financial 
imbalances.” They warned that the “substantial monetary easing” by central 
banks after 2000 had produced “unusually buoyant” housing prices as well 
as rising levels of household debt in many developed countries. They 
cautioned that a sudden collapse of housing booms would create serious 
financial and economic challenges. They urged central banks to “lean 
against the buildup of financial imbalances by tightening policy, when 
necessary, even if near-term inflationary pressures were not apparent.” !©° 
Borio and White’s proposal for a monetary policy that would counteract 
asset booms clashed with the Greenspan Fed’s policy of allowing asset 
bubbles to expand and then intervening only after a bust to stabilize the 
financial system. Borio and White’s paper also emphasized the housing- 
related risks of the ultra-low interest rate policies that the Fed and other 
major central banks adopted after 2000. A few participants at the Jackson 
Hole conference agreed with Borio and White. However, most participants 
—including Greenspan, Bernanke, and Fed Vice Chairman Roger Ferguson 
—-strongly criticized the policy proposals presented by Borio and White.'°” 
Two years later, at the same conference, University of Chicago economist 
Raghuram Rajan presented a paper entitled “Has Financial Development 
Made the World Riskier?” Rajan warned that deregulation, securitization, 
derivatives, and the globalization of financial markets were creating larger 
concentrations and correlations of risk that were not well understood by 
either regulators or investors. He highlighted the risks of bonus plans and 
stock option plans adopted by most large financial institutions, which 
heavily rewarded short-term profits and encouraged excessive risk-taking 
by managers and traders. Rajan also described the growing connections and 
interdependence between large banks and the capital markets. He cautioned 
that during a future financial crisis, the banking system might not be able to 
provide liquidity to the capital markets and business firms as it had done in 


1998 during the Russian debt crisis. He agreed with Borio and White that 
the Greenspan Fed’s hands-off policy toward asset bubbles and its repeated 
interventions to protect financial markets against asset busts had created a 
“procyclical” financial system as well as “moral hazard” among bankers 
and investors./°° 

Rajan’s presentation provoked a very hostile response, probably because 
the main focus of the 2005 Jackson Hole conference was to celebrate the 
completion of Greenspan’s nineteen-year tenure as Fed Chairman.!°? Fed 
Governor Donald Kohn rejected Rajan’s arguments and vigorously 
defended what Kohn called the “Greenspan doctrine”’—namely, that 
“private interest and technological change, interacting in a_ stable 
macroeconomic environment, will advance the general economic welfare.” 
Kohn argued that “actions by private parties to protect themselves—what 
Chairman Greenspan has called private regulation—are generally quite 
effective.” In contrast, “government regulation risks undermining private 
regulation and financial stability by distorting incentives through moral 
hazard and by promising a more effective role in promoting financial 
stability than it can deliver.”!”° 

Former Treasury Secretary Lawrence Summers maintained that the “the 
slightly Luddite premise” of Rajan’s paper was “largely misguided.” 
According to Summers, “the tendency toward restriction that runs through 
the tone of [Rajan’s] presentation” would “support a wide variety of 
misguided policy impulses in many countries.” Rajan later commented that 
he “felt like an early Christian who had wandered into a convention of half- 
starved lions.”!7! 

The highly adversarial responses of Fed policymakers to the critiques 
presented by Shiller, Borio, White, and Rajan illustrated the Greenspan 
Fed’s unyielding commitment to a light-touch regulatory regime that relied 
mainly on private risk management and market discipline. The Greenspan 
Fed zealously defended the “financial innovations”—including 
securitization and derivatives—that were key components of the universal 
banking regime established by the Gramm-Leach-Bliley Act of 1999 and 
the Commodity Futures Modernization Act of 2000.'7* The Fed’s 
ideological blinders—which other U.S., U.K., and European regulators 
shared—help to explain why federal regulators did not take any effective 


measures to restrain the explosive growth of nonprime mortgages, despite 
widespread evidence of reckless and predatory lending.!”* 


Another important motive for regulatory inaction was that many 
policymakers viewed continued growth in mortgage debt and other types of 
consumer credit as essential to support housing construction, household 
consumption, and economic growth. The growth of the nonprime mortgage 
market was part of a rapid buildup of household debt in the U.S. after 1990. 
Residential mortgage debt quadrupled between 1991 and 2007, and most of 
that growth occurred after 2000. Consumer nonmortgage debt—including 
auto loans, credit card loans, and student loans—tripled between 1991 and 
2007. Total household debt rose from $3.5 trillion in 1991 to $13.2 trillion 
in 2007. The ratio of household indebtedness to disposable personal income 
increased from 80% in 1990 to more than 130% in 2007.!”4 

The growing debt burdens of lower- and middle-income U.S. households 
reflected their stagnant incomes and their need to rely more heavily on 
credit to cover their living expenses. Total after-tax incomes (including 
public and private benefits) more than tripled between 1979 and 2006 for 
U.S. households with the top 1% of incomes. Total after-tax incomes rose 
by more than 50% during the same period for households with incomes 
between the 80th and 99th percentiles. In contrast, total after-tax incomes 
grew much more slowly for households below the 80th percentile.!”° 
Lower- and middle-income households therefore took on much greater debt 
burdens after 1980 to finance their living expenses. By 2004, household 
debt burdens equaled 400% of disposable income for the lowest income 
quintile, almost 250% of disposable income for the second-lowest income 
quintile, and about 200% of disposable income for third-lowest income 
quintile.!7° 

The Greenspan Fed was well aware of those trends, and it viewed 
continued credit expansion as necessary to support economic growth after 
the dotcom—telecom bust inflicted almost $8 trillion of losses on investors 
between 2000 and 2002. Greenspan told Congress in 2002 and 2003 that the 
Fed’s ultra-low interest rate policy boosted housing prices and allowed 
homeowners to extract large amounts of equity through home equity loans 
and cash-out refinancings of their mortgages. Greenspan explained that 


home equity extraction provided “a significant support to consumption 
during a period when other assets were declining sharply.” He advised 
Congress that “economic activity would have been notably weaker” without 


the mortgage boom that the Fed produced with its loose monetary policy.!”’ 

In March 2007, Greenspan co-authored a Fed staff study that analyzed 
the economic effects of home equity extraction. The study estimated that 
homeowners withdrew almost $2.6 trillion of equity from their homes 
between 1991 and 2005. Homeowners used those funds to pay off $600 
billion of nonmortgage debts (including credit card loans) and to cover 
more than $1.8 trillion of home improvements and other personal expenses. 
Greenspan’s co-authored study also found that (1) mortgage debt grew 
faster than home values after 1990, (2) the personal savings rate of 
consumers declined, especially after 1998, and (3) home equity withdrawals 
financed a much larger share of nonmortgage debt payments and personal 
consumption after 2000.!78 

Thus, the Greenspan Fed clearly recognized that homeowners were 
becoming more deeply indebted, were relying more heavily on housing 
credit to meet their living expenses, and were facing greater risks of 
defaulting on their debts and losing their homes. The Greenspan Fed 
accepted—and prolonged—those trends because the housing industry and 
household consumption were the primary engines supporting growth in an 
otherwise challenging economic environment. In 2015, Bernanke stated that 
the Fed paid 


close attention to developments in the housing and mortgage markets [after 2001], but we saw 
pluses as well as minuses. Housing construction helped bolster otherwise sluggish economic 
growth, and rising house prices supported consumer confidence. Chairman Greenspan often 
noted that homeowners’ borrowing against the equity in their homes was an important source of 


consumer spending. !79 


Similar patterns of sluggish income growth, growing social inequality, 
booming home prices, and rising household debt burdens occurred in the 
U.K., Ireland, Spain, Portugal, and other European countries. Like their 
U.S. counterparts, European policymakers did not try to alter those patterns. 
Instead, European officials allowed large European universal banks to 
finance large-scale credit booms in the U.K., Spain, Ireland, Portugal, and 
other EU countries. Consequently, the “great mortgaging”—described by 
Oscar Jorda, Moritz Schularick, and Alan Taylor—unfolded on both sides 


of the Atlantic during the 2000s.!°° The results were devastating, as shown 
in Chapters 10 and 11. 


10 

Deja Vu 

Reckless Lending and Securitization by Financial Conglomerates 
Triggered a Global Financial Crisis in 2007 


The credit surge that occurred on both sides of the Atlantic during the 2000s 
produced a massive buildup of risky debts, especially in the housing sector. 
The securitization of risky debts by universal banks played a central role in 
inflating that toxic credit bubble. The credit bubble of the 2000s unleashed 
a devastating global financial crisis in 2007-09, just as the credit boom of 
the 1920s had done during the early 1930s. 

Residential mortgage lending expanded rapidly after 2000 in the U.S., 
U.K., and several European countries, in response to lax monetary policies, 
light-touch regulation, and the increasing use of securitization to finance 
mortgages.! In the U.S., annual originations of nonprime mortgages rose 
from $250 billion in 2001 to a peak of $1 trillion in 2006, after which 
nonprime originations declined to less than $450 billion in 2007 and 
virtually disappeared thereafter. Lenders provided more than $4 trillion of 
nonprime mortgages to U.S. borrowers between 2001 and 2007. The share 
of new U.S. mortgage loans represented by nonprime mortgages jumped 
from 12% in 2001 to 35% during 2004-06. 

Securitization financed most of the nonprime mortgage boom in the U.S. 
Investors bought more than $3 trillion of private-label residential mortgage- 
backed securities, backed by pools of nonprime U.S. mortgages, between 
2001 and 2007. The percentage of nonprime mortgages securitized into 
private-label RMBS rose from 39% in 2001 to 62% during 2002-03 and 
over 75% during 2004-07. Nonprime RMBS represented a rapidly growing 
share of all securitized mortgages, rising from 8% in 2001 to 37% during 
2004—06.° Urban housing markets in which lenders relied more heavily on 
funding from nonprime RMBS experienced the most dramatic booms 


between 2003 and 2006, as well as the most severe busts between 2007 and 
2010.4 

The four largest U.S. universal banks, the five largest U.S. securities 
firms, and eight big foreign universal banks were leading underwriters for 
private-label RMBS, collateralized debt obligations, and other types of 
structured finance securities based on nonprime mortgages. Countrywide 
and Washington Mutual were also major underwriters of private-label 
RMBS, due to their status as top nonprime lenders.? The leading 
underwriters of nonprime RMBS originated nonprime mortgages through 
their own organizations and also purchased nonprime loans from 
specialized nonbank lenders like Ameriquest, New Century, and Option 
One. Specialized nonbank lenders obtained most of their funding from 
warehouse lines of credit and repurchase agreements provided by the big 
RMBS underwriters.° 

The process of originating and securitizing nonprime mortgages to create 
nonprime RMBS produced large streams of fee income for mortgage 
brokers, mortgage lenders, underwriters of private-label RMBS, and 
servicing agents for mortgages held in securitized loan pools. The desire to 
earn more fees drove each member of the securitization assembly line to 
complete more deals, regardless of the risks embedded in nonprime 
mortgages. Underwriters of nonprime RMBS paid origination fees to 
nonprime lenders that were several times higher than the fees that Fannie 
Mae and Freddie Mac paid to originators of prime (conforming) mortgages. 

Nonprime lenders also paid much larger commissions to mortgage 
brokers and loan officers for completing nonprime mortgage deals, as 
lenders wanted to capture the higher fees offered by underwriters of 
nonprime RMBS. Consequently, mortgage brokers and loan officers 
frequently “steered” borrowers into nonprime mortgages when the 
borrowers could have qualified for prime mortgages. Many nonprime 
mortgages were high-risk loans that created significant payment shock for 
borrowers after their introductory teaser rates expired. As explained in 
Chapters 7 and 9, those high-risk loans included hybrid subprime 
adjustable-rate mortgages and option ARMs.’ 

The incentives for generating nonprime RMBS were especially strong at 
vertically integrated universal banks, which produced multiple fees by 
performing every step of the lending, securitization, and servicing process. 
Universal banks and Wall Street securities firms needed a constant stream 


of nonprime mortgages to feed their securitization factories. Accordingly, 
big banks and Wall Street firms pressured nonprime lenders, brokers, and 
loan officers to produce greater volumes of nonprime mortgages.® Charles 
Prince, who was Citigroup’s CEO from 2003 to 2007, later acknowledged: 


Securitization could be seen as a factory line. ... As more and more and more of these subprime 
mortgages were created as raw material for the securitization process, not surprisingly in 
hindsight, more and more of it was of lower and lower quality. And at the end of that process, 


the raw material going into it was actually bad quality, it was toxic quality.” 


Citigroup exemplified the decline in lending standards described by 
Prince. Citigroup steadily lowered its criteria for originating and purchasing 
nonprime mortgages between 2005 and 2007. Clayton Holdings—the 
leading provider of due diligence services to underwriters of nonprime 
RMBS—rejected 42% of the subprime mortgages it reviewed for Citigroup 
between January 2006 and June 2007, after determining that the rejected 
mortgages did not satisfy Citigroup’s established underwriting standards. 
However, Citigroup “waived in” 31% of the mortgages rejected by Clayton 
and included those mortgages in its securitized pools.!° 

Richard Bowen and Sherry Hunt were internal quality control officers 
who reviewed Citigroup’s purchases of nonprime mortgages. In 2006 and 
2007, Bowen and Hunt repeatedly warned their supervisors that—over their 
objections—Citigroup’s managers were ignoring the bank’s underwriting 
standards and were purchasing large volumes of nonprime mortgages with 
forged signatures and other indicators of fraud. Citigroup demoted Bowen 
and forced him to resign. Citigroup’s harsh treatment of Hunt caused her to 
file a successful whistleblower lawsuit.!! Employees who tried to stop 
excessive risk-taking and fraud at other RMBS underwriters received the 
same kind of punitive treatment that Bowen and Hunt endured.!¢ 

Clayton Holdings rejected between 20% and 35% of the nonprime 
mortgages it reviewed for eight other leading underwriters of private-label 
RMBS. Like Citigroup, those eight underwriters waived in and securitized 
between 29% and 51% of the mortgages that Clayton rejected.'? Two 
additional underwriters—Nomura (a big Japanese bank) and RBS—also 
waived in and securitized a high percentage of mortgages that Clayton 
rejected from their nonprime mortgage pools.'* Federal courts determined 
that Nomura and RBS “systematically disregarded” their underwriting 


criteria, as 45% or more of the nonprime mortgages they securitized were 
“materially defective, with underwriting defects that substantially increased 


the credit risk of the loan.” !° 

RBS’s chief U.S. credit officer described the origination of nonprime 
mortgages for securitization as “quasi organized crime.” In his view, 
nonprime lenders produced mortgages that were “f***ing garbage,” with 
“fraud [that] was so rampant” and loan files that were “all disguised to, you 
know, look okay kind of ... in a data file.” Despite its awareness of 
systematic fraud in nonprime lending, RBS did not intensify its due 
diligence efforts to remove fraudulent loans from its securitized pools. On 
the contrary, RBS did “the least amount of diligence,” and one employee 


referred to RBS’ due diligence procedures as “just a bunch of bullsh**.”!® 
UBS’s head of mortgage trading described a pool of Countrywide 
mortgages that UBS securitized as “a bag of sh[*]t.” Another UBS 
employee confessed, “When you do business with [Countrywide], you 
dance with the devil and sell your soul.” A UBS trader referred to Fremont 
loans securitized by UBS as “cr*p.” A UBS due diligence manager 
described a pool of New Century mortgages securitized by UBS as 


“horrific.” Another UBS trader admitted that “our crack due diligence effort 


is a joke.”!” 


Angelo Mozilo, the CEO of Countrywide—one of the top originators of 
nonprime mortgages and underwriters of nonprime RMBS—was fully 
aware of the extreme risks his bank was assuming with nonprime 
mortgages. In August 2005, Mozilo told the head of Countrywide’s 
mortgage division: 


I am becoming increasingly concerned about the environment surrounding the borrowers who 
are utilizing the pay option loan and the price level of real estate in general. ... [T]he simple 
reason is that when the loan resets in five years there will be enormous payment shock and if the 
borrower is not sufficiently sophisticated to truly understand the consequences then the bank 
will be dealing with foreclosure in a deflated real estate market. That would be both a financial 
and reputational catastrophe. 


Mozilo also told Countrywide’s mortgage chief that Countrywide should 
not keep option ARMs on its balance sheet unless the properties were 
owner-occupied and the borrowers had relatively high credit scores. Mozilo 
said that Countywide should place “less attractive loans in the secondary 
market” through mortgage sales and securitization. Mozilo’s subordinate 
cautioned that such an approach was problematic because “we need to 


analyze what [risk] remains if the bank is only cherry picking and what 
remains to be securitized/sold is overly concentrated with higher risk 
loans.” !8 

In March 2006, Mozilo described his bank’s “80/20” subprime mortgage 
—a no-down-payment deal that included an 80% subprime first mortgage 
and a 20% subprime second-lien loan—as “the most dangerous product in 
existence and there can be nothing more toxic.” In April 2006, he called 
second-lien subprime loans “poison.” In September 2006, Mozilo admitted 
that Countrywide had “no way, with any reasonable certainty, to assess the 
real risk of holding [option ARMs] on our balance sheet ... [W]e are flying 
blind on how those loans will perform in a stressed environment of higher 
unemployment, reduced values and slowing home sales.” Mozilo urged his 
subordinates “to sell all newly originated pay options and begin rolling off 
the bank balance sheet, in an orderly manner, pay options currently [in the 
portfolio].”!° 

Default rates for nonprime mortgages increased every year after 2003, 
reflecting a steady decline in the quality of mortgages originated by 
nonprime lenders.*? Four indicators of increased risk confirmed the 
deterioration in nonprime lending standards between 2003 and 2006. First, 
the share of nonprime mortgages with second-lien (“piggyback”) loans 
nearly quadrupled during those years. Piggyback loans allowed borrowers 
to obtain financing up to—and in many cases beyond—the full appraised 
value of their home, without buying private mortgage insurance. The 
percentage of nonprime mortgages with combined loan-to-value ratios 
above 100% rose from about 5% in 2000 to 25% in 2006.7! 

Second, the percentage of nonprime mortgages originated with less than 
full documentation of the borrower’s income and assets increased 
substantially between 2003 and 2006. Many applications for low-doc and 
no-doc mortgages greatly inflated the borrower’s income and assets, often 
with the lender’s encouragement and active participation.** Third, more 
than 75% of subprime mortgages provided between 2003 and 2006 were 
hybrid subprime ARMs with short introductory teaser rate periods 
(typically two or three years). Similarly, the percentage of nonprime Alt-A 
mortgages with interest-only payments or option ARM payments during the 
initial teaser rate period jumped from 18% in 2003 to 70% in 2006. Hybrid 
subprime ARMs and option ARMs experienced much higher default rates 


because of the severe payment shock that borrowers experienced after their 
initial teaser rate periods expired.*° 

Fourth, subprime lenders disproportionately targeted vulnerable 
borrowers in lower-income neighborhoods. Atif Mian and Amir Sufi found 
that subprime lending expanded most rapidly between 2002 and 2005 in zip 
codes populated by borrowers with low credit scores. Low-credit-score zip 
codes recorded almost no income growth during those years, indicating that 
lenders weakened their credit standards to originate larger volumes of 
subprime mortgages. Housing prices collapsed in low-credit-score zip codes 
after 2006, and the availability of mortgage credit plummeted. The volume 
of mortgage loans provided in low-credit-score zip codes was lower in 2011 


than it was in 1999.74 

Mian and Sufi also documented that growth rates for household debt 
between 2000 and 2007 were highest in households with the lowest 20% of 
incomes. In addition, growth rates for household debt were much higher in 
households with incomes in the 20th to 60th percentiles, compared with 
more affluent households. Default rates on household debt followed the 
same pattern. The highest default rate occurred in households with the 
lowest 20% of incomes, and households in the 20th to 60th percentiles 
defaulted at rates that were significantly higher than rates for more affluent 
households. Thus, the nonprime credit boom of the 2000s was an 
exceptional period when lenders blanketed lower-income neighborhoods 
with unsustainable subprime mortgages and other high-risk consumer loans, 
with catastrophic results. The nonprime credit boom depended on the ability 
of nonprime lenders to securitize their loans into private-label RMBS. The 
bubble therefore collapsed as soon as the private-label securitization market 


shut down in 2007.7° 

Nonprime lenders persuaded many lower-income homeowners to replace 
their existing fixed-rate mortgages with hybrid subprime ARMs or option 
ARMs, which offered lower teaser rate payments as well as opportunities 
for cash withdrawals. Many lower-income homeowners did not understand 
the highly complex terms of hybrid subprime ARMs and option ARMs, 
including the payment shock that would occur when their teaser rate periods 
expired. If homeowners expressed concerns about their ability to make 
higher payments after their teaser rate periods expired, nonprime lenders 
assured them that they could refinance their homes before their introductory 
periods ran out. However, each refinancing resulted in equity stripping, as 


lenders assessed prepayment penalties and charged high closing costs, and 
homeowners often withdrew cash from their remaining equity. Refinancings 
accounted for three-fifths of all nonprime mortgage loans between 2000 and 
2007, and the great majority of those loans were cash-out refinancings.*° 


The nonprime mortgage market depended on investors who were willing to 
buy private-label RMBS, since sales of RMBS were the most important 
source of funding for additional nonprime lending. It was relatively easy to 
find investors for the highest (AAA-rated) tranches of nonprime RMBS. 
Many domestic and foreign institutional investors (including banks, 
insurance companies, and pension funds) were allowed to buy debt 
securities only if they carried AAA or AA credit ratings. Many investors 
considered AAA-rated tranches of nonprime RMBS to be very attractive 
because they paid interest rates that were significantly higher than yields on 
other AAA-rated bonds, such as agency RMBS issued by Fannie Mae and 
Freddie Mac or U.S. Treasury bonds. The higher yields for AAA-rated 
nonprime RMBS supposedly compensated investors for the higher risks of 
the nonprime mortgage pools underlying those RMBS. However, investors 
did not understand how massive those risks actually were.?’ 

European banks held more than $2 trillion of U.S. private-label RMBS, 
ABS, CDOs, and other structured finance securities by 2007. European 
banks financed most of those investments by entering into interbank loans 
or by issuing certificates of deposit, asset-backed commercial paper, and 
repos to U.S. money market mutual funds. Consequently, many European 
banks were heavily exposed to the U.S. nonprime mortgage market in 2007, 
and many U.S. MMMEFs had large risk exposures to European banks.7° 

Most institutional investors who purchased private-label RMBS relied 
heavily on the credit ratings provided by Moody’s, Standard & Poor’s, and 
Fitch. The SEC designated those three firms as “nationally recognized 
Statistical rating organizations.” Investors relied on their credit ratings 
because it was very difficult to obtain timely and detailed information about 
the mortgage pools underlying nonprime RMBS. In October 2008, a former 
managing director of Moody’s told Congress, “Subprime [RMBS] and their 
offshoots offer little transparency around composition and characteristics of 


the loan collateral. ... Loan-by-loan data, the highest level of detail, is 
generally not available to investors.” 

Underwriters of nonprime RMBS usually did not give investors final 
offering documents—which contained general descriptions of the 
underlying nonprime mortgage pools—until after investors purchased 
RMBS. Those generic descriptions did not provide a detailed accounting of 
the underlying mortgages, and the SEC typically did not review the final 
offering documents to evaluate the adequacy of their disclosures. In 
addition, nonprime RMBS deals were marketed and sold at a rapid pace 
during the housing boom, allowing very limited time for due diligence by 
investors. As a result, most investors relied mainly on credit ratings.?° 

AAA-rated tranches typically represented 80% or more of tranches 
included in a nonprime RMBS deal. Hedge funds were the leading investors 
for the lowest (unrated) equity tranches, which generally represented 5% or 
less of the total tranches. As described in Chapter 9, RMBS underwriters 
frequently provided loans to hedge funds to finance their purchases of the 
equity tranches. 

It was very difficult to find investors for the “mezzanine” tranches of 
nonprime RMBS. Mezzanine tranches—which ranked above the equity 
tranches and below the senior tranches—carried A or BBB credit ratings 
and typically accounted for 15% or less of the total tranches. Many 
institutional investors did not have legal authority to buy debt securities 
with credit ratings as low as A or BBB. Other investors did not want to buy 
mezzanine tranches because they did not consider their interest rates 
(yields) to be high enough to justify their additional risks.°° 

To overcome the lack of demand for mezzanine tranches, major banks 
and big Wall Street securities firms “created the investor” by constructing 
cash flow CDOs—also known as asset-backed securities CDOs. CDO 
underwriters assembled large pools of unsold mezzanine tranches of 
nonprime RMBS, pooled those tranches with other debt obligations, and 
securitized the pools to create cash flow CDOs. In most cash flow CDOs, 
80% or more of the tranches received AAA ratings, while mezzanine 
tranches received A or BBB ratings, and the equity (lowest) tranches were 
unrated. Cash flow CDOs became the dominant buyers of mezzanine 
tranches of nonprime RMBS after 2003, thereby providing an artificially 
created source of investor “demand” that kept the nonprime securitization 
factories running.*! 


CDO underwriters also repackaged and securitized unsold mezzanine 
tranches of CDOs to create third-level securitization structures, called 
“CDOs-squared.” Some underwriters created “CDOs-cubed” by 
repackaging and securitizing unsold mezzanine tranches of CDOs-squared. 
Thus, CDOs became the principal buyers for unsold mezzanine tranches of 
RMBS and other CDOs. The Financial Crisis Inquiry Commission found 
that “by 2005, CDO underwriters were selling most of the mezzanine 
tranches [of CDOs] ... to other CDO managers, to be packaged into other 
CDOs.” In 2007, CDOs purchased almost 90% of the mezzanine tranches 
issued by other CDOs. According to SEC attorneys, “Heading into 2007 


there was a Streetwide agreement: you buy my BBB tranche and I’ll buy 


yours.”°* 


As Jake Bernstein and Jesse Eisinger reported, “In the last years of the 
boom, CDOs had become the dominant purchaser of key, risky parts of 
other CDOs, largely replacing real investors like pension funds. By 2007, 
67% of those slices were bought by CDOs, up from 36% just three years 
earlier.” Bernstein and Eisinger concluded that CDO underwriters created 
“fake demand” by purchasing mezzanine tranches of other CDOs, thereby 
“maintain[ing] the value of mortgage bonds at a time when the lack of 
buyers should have driven their prices down.” In 2006 and 2007, Citigroup, 
Merrill Lynch, and other top CDO underwriters created new CDOs to serve 
as buyers of last resort (dumping grounds) for unsold tranches of their 
previous CDOs.°? 

A study by Sergey Chernenko found that CDO underwriters sent 
additional deals and paid larger upfront fees to “cooperative” CDO 
managers. Those CDO managers agreed to buy CDO securities that the 
underwriters “were unable to sell to anyone else.” Thus, cooperative CDO 
managers profited by acting as “front men for the investment bankers 
underwriting the CDOs.”°4 

In short, major banks and big Wall Street securities firms used cash flow 
CDOs to perform a kind of “alchemy,” in which (1) pools of high-risk 
nonprime mortgages were packaged into nonprime RMBS, of which 80% 
or more tranches received AAA ratings, (2) pools of unsold mezzanine 
tranches of RMBS were repackaged to create cash flow CDOs, of which 
80% or more tranches received AAA ratings, and (3) pools of unsold 
mezzanine tranches of CDOs were repackaged to create CDOs-squared, of 


which 80% or more tranches received AAA ratings.*° For a graphic 
presentation of Wall Street’s alchemy, see Figure 10.1. 
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Figure 10.1 Constructing CDO and CDO-Squared Securities 
Note: CDO = collateralized debt obligation.Source: IMF-GFS (2008: 60) (box 2.2) 


Bethany McLean and Joe Nocera provided the following summary of the 
“alchemy” created by CDOs: 


Once the CDO machinery itself became the buyer of the triple-Bs [mezzanine tranches], there 
were suddenly no limits as to how big the [nonprime mortgage] business could get. CDOs could 
absorb an infinite supply of triple-B-rated bonds and then repackage them into triple-A 
securities. Which everybody could then buy—banks and pension funds included. It really was 


alchemy, though of a deeply perverse sort.°° 


Two types of institutions played crucial supporting roles in converting 
risky nonprime mortgages and CDOs into AAA-rated securities. First, 
insurance companies—including American International Group, Ambac, 
and MBIA—provided credit default swaps and other financial guarantees 
that protected super-senior tranches of CDOs against default, thereby 
justifying their AAA credit ratings. AIG’s London subsidiary, AIG 
Financial Products (AIGFP), issued $80 billion of CDS to protect AAA- 
rated tranches of CDOs. As explained in Chapter 8, the Commodity Futures 
Modernization Act of 2000 (CFMA) exempted CDS from substantive 
regulation under federal law or state insurance laws. AIGFP therefore did 
not have to maintain any financial reserves against its potential liabilities 
under CDS deals. Those CDS deals provided a steady stream of fee income 
(and large profits) to AIGFP as long as their collateral and payment 
requirements were not triggered. AIGFP and its advisers “predicted with 
99.85% confidence that there would be no realized economic loss” on their 
CDS contracts. For AIGFP’s executives, issuing CDS to protect AAA-rated 
CDO tranches “felt like free money.” In 2005, AIGFP generated $4.4 
billion of profits (including AIGFP’s income from CDS), which represented 
29% of AIG’s total profits.°” 

AIGFP stopped writing CDS contracts for CDO tranches in early 2006, 
after its top executives began to worry about the performance of nonprime 
mortgages. CDO underwriters responded by obtaining similar guarantees 
from Ambac, MBIA, and other monoline bond insurers. Like AIGFP, the 
monoline insurers welcomed the income produced by their guarantees and 
assumed they “never would have to take a loss” on the protection they 
provided for AAA-rated tranches of CDOs.*8 

Credit ratings agencies (CRAs) were the second group of key enablers 
for the “alchemy” that transformed pools of risky nonprime mortgages into 
AAA-rated tranches of nonprime RMBS and CDOs. CRAs assigned credit 
ratings to RMBS, CDOs, and other securities in return for fees paid by 
underwriters on behalf of the issuers. The “issuer pays” model for credit 
ratings created an obvious conflict of interest between each CRA’s desire to 


earn more rating fees and its interest in preserving its reputation for reliable 
ratings. Securitizations of nonprime RMBS and CDOs intensified that 
conflict of interest, as underwriters paid extra “consulting fees” to CRAs in 
return for “advice” on how to structure nonprime RMBS and CDOs to 
produce the highest possible percentage of AAA-rated tranches. 

Moreover, a dozen major banks and securities firms were the dominant 
repeat players in the nonprime RMBS and CDO markets because that group 
underwrote 80% or more of those securities. Top underwriters frequently 
threatened to shift their business among the three major CRAs—Moody’s, 
Standard & Poor’s, and Fitch—if they did not receive the ratings they 
wanted from a particular CRA.*9 

CRAs derived a steadily growing share of their revenues from their credit 
ratings for nonprime RMBS and CDOs. Moody’s revenues from rating 
RMBS and CDOs rose from 33% to 44% of its total revenues between 2000 
and 2007. The CRAs’ conflicts of interest and fee incentives caused them to 
issue inflated credit ratings that greatly understated the risks embedded in 
structured finance securities. One CRA analyst complained that her firm’s 
risk model did not capture “half” of the actual risk of a structured-finance 
deal. She also admitted that the deal “could be structured by cows and we 
would rate it.” Another analyst warned that inflated credit ratings were 
creating “an even bigger monster—the CDO market. Let’s hope we are all 
wealthy and retired by the time this house of cards falters.”4° 

John Griffin and Dragon Tang concluded that CRAs systematically 
inflated their credit ratings for CDO tranches. Griffin and Tang found that 
CRAs repeatedly made “positive adjustments” for their CDO ratings that 
were not justified by their credit risk models.*! A former Moody’s 
managing director told the Financial Crisis Inquiry Commission that 
Moody’s “allow[ed] itself to be bullied” by RMBS and CDO underwriters 
and “traded the firm’s reputation for short-term profits.” 

As Tim Geithner pointed out, “Standard & Poor’s estimated a mere 
0.12% chance that one of its AAA-rated CDOs would fail to pay out over 
five years. ... [T]he actual default rate for AAA-rated tranches of CDOs 
would be 28%, more than two hundred times higher than S&P had 
predicted.” Geithner observed that AAA ratings for CDOs “rested on all 
kinds of flawed assumptions, starting with the assumption that housing 
prices would never fall simultaneously across the country.”*? The credit risk 


models used by CRAs—like those of most large financial institutions—did 
not include the possibility of a significant downturn in housing prices across 
the nation. As Michael Lewis observed, the nonprime mortgage boom 
represented a massive “bet” by CRAs, nonprime mortgage lenders, 
underwriters, and guarantors that “housing prices would never fall.”“4 

The assumption of ever-increasing home prices was a fatal error, 
especially when CRAs assigned AAA ratings to cash flow CDOs, whose 
underlying asset pools contained mostly mezzanine (BBB-rated) tranches of 
nonprime RMBS. In October 2006, financial analyst James Grant warned 
that (1) AAA-rated tranches of CDOs would suffer significant losses if 
home prices fell by 4% on a nationwide basis, and (2) CDO tranches that 
were rated A or below would be completely wiped out if national home 
prices fell by 10%. Grant’s warming reflected the fact that (1) mezzanine 
tranches of nonprime RMBS typically began to incur losses if defaults 
occurred on more than 3% of the underlying mortgages (thereby wiping out 
the equity tranches of RMBS), and (2) losses on mezzanine tranches of 
RMBS would quickly spread to CDOs whose payoffs were based on pools 
of the same tranches.*° 

CRAs made further crucial errors in evaluating the risks of nonprime 
RMBS and CDOs. CRAs did not perform their own due diligence on 
nonprime mortgages held in securitized pools, relying instead on reports 
from due diligence agencies hired by the underwriters. CRAs therefore did 
not realize that nonprime mortgage pools became systematically riskier as 
mortgage lending standards deteriorated between 2003 and 2007, or that 
underwriters were waiving in large numbers of nonprime mortgages that 
due diligence agencies rejected. CRAs also overestimated the 
diversification benefits produced by pooling nonprime mortgages. They 
were not aware that many securitized pools contained dangerous 
concentrations of nonprime mortgages from high-risk housing markets in 
Arizona, California, Florida, and Nevada. Nor did CRAs understand the 
degree to which (1) housing risks had become highly correlated across the 
U.S. as a result of nationwide lending programs established by big banks 
and large nonbank lenders, and (2) housing risks were intensified by 
reckless, fraudulent, and predatory lending.*° 


Universal banks and Wall Street securities firms further amplified the risks 
of nonprime mortgages by creating synthetic CDOs. Synthetic CDOs paid 
financial returns to investors based on payoffs from pools of CDS. The 
pooled CDS generated payments based on the performance of designated 
tranches of nonprime RMBS or cash flow CDOs. “Long” investors in 
synthetic CDOs wagered that the designated tranches would perform well, 
while “short” investors bet that the tranches would default. Underwriters 
could provide betting opportunities to investors by pooling CDS contracts 
and constructing synthetic CDOs from those pools—thereby avoiding the 
need to buy the designated tranches of nonprime RMBS or cash flow 
CDOs. Synthetic CDOs multiplied the risks of the nonprime mortgage 
market because they created additional bets on the performance of 
designated tranches of nonprime RMBS or cash flow CDOs. In some cases, 
the bets made by investors in synthetic CDOs were several times as large as 
the size of the referenced tranches of nonprime RMBS or cash flow 
CDOs.4” 

Synthetic CDOs created major conflicts of interest for CDO 
underwriters. The CDS contracts underlying synthetic CDOs were 
effectively zero-sum games, as losses suffered by either long or short 
investors would result in corresponding gains for the other side. An 
underwriter could structure a synthetic CDO to favor either long or short 
investors by creating CDS with references to tranches of RMBS or cash 
flow CDOs that were either less or more likely to default. The underwriter 
could also solicit deal fees from the favored side, while being well aware 
that the disfavored side would probably suffer large losses. During 2006 
and early 2007, several hedge fund managers decided that the nonprime 
mortgage market was about to collapse, and they realized that synthetic 
CDOs provided attractive vehicles for betting against that market. John 
Paulson’s hedge fund (Paulson & Co.) and the Magnetar Capital hedge fund 
were among the funds that worked with underwriters to design synthetic 
CDOs that favored their short bets.*° 

The most well-known example was a synthetic CDO called Abacus 
2007-AC1 (Abacus). Goldman Sachs created Abacus in early 2007, at 
Paulson’s request. Goldman told the long investors in Abacus—IKB, a 
German regional bank, and ACA Capital (whose obligations were 
guaranteed by ABN Amro, a large Dutch bank)—that an independent CDO 
manager was selecting the referenced portfolio of subprime mortgage- 


related assets. Goldman misled the long investors because it did not 
disclose that Paulson & Co. had persuaded the CDO manager to choose a 
portfolio of high-risk subprime assets that Paulson expected to default in the 
near future. 

Goldman also misled the CDO manager by indicating that Paulson would 
take a long position in the CDO by purchasing the equity (first loss) 
tranche. In fact, Paulson did not buy the equity tranche, and Paulson shorted 
the entire referenced portfolio by entering into CDS arranged by Goldman. 
Goldman did not tell the CDO manager about Paulson’s short position, and 
the manager reportedly did not know that Paulson’s interests were directly 
opposed to those of the long investors. By early 2008, virtually all of the 
assets in the referenced portfolio had defaulted, and the long investors lost 
$1 billion. Paulson collected most of that $1 billion under its short bets, 
while Goldman received a CDO structuring fee of $15—20 million. 

In April 2010, the SEC brought a civil enforcement action against 
Goldman. The SEC alleged that Goldman’s misleading disclosures to the 
CDO manager and the long investors violated federal securities laws. 
Goldman settled the SEC’s enforcement action by paying $550 million in 
restitution and civil penalties.*? The SEC subsequently brought similar 
enforcement actions against JPMorgan Chase and Citigroup for misleading 
“long” investors in two synthetic CDOs they arranged. Both banks agreed 
to pay substantial civil penalties to settle those actions.°° 

Universal banks displayed similar conflicts of interest and misconduct 
when they underwrote nonprime RMBS, the building blocks for CDOs. 
Empirical studies and litigation revealed that universal banks made 
systematic misrepresentations about the nonprime RMBS they sold to 
investors. John Griffin and Gonzalo Maturana analyzed three million 
nonprime mortgages that were securitized into nonprime RMBS between 
2002 and 2007. They found that 30% of those mortgages had unreported 
second liens, were incorrectly listed as owner-occupied, or relied on 
property appraisals that were inflated by more than 20%. The 
misrepresented mortgages defaulted at much higher rates than accurately 
described mortgages. Griffin and Maturana found that the eighteen largest 
underwriters of nonprime RMBS (including fourteen of the Big Seventeen 
financial conglomerates) had misrepresentation rates for securitized 
mortgages ranging from 24% for WaMu to more than 40% for Barclays and 
JPMC.°! Griffin and Maturana concluded that “all large banks in our 


sample ... had large levels of apparent fraud, [and] the ten banks with the 
most misreporting with our indicators are Barclays, JP Morgan, Morgan 
Stanley, Merrill Lynch, Lehman Brothers, HSBC, Deutsche Bank, Nomura 
Securities, Goldman Sachs, and Bank of America.” 

Tomasz Piskorski, Amit Seru, and James Witkin obtained similar results 
from their review of 1.9 million nonprime mortgages that were securitized 
into nonprime RMBS between 2005 and 2007. They determined that 7— 
14% of the nonprime mortgages had unreported second liens, and over 6% 
of the mortgages had absentee owners even though they were listed as 
owner-occupied. Nonprime mortgages with unreported second liens or 
absentee owners defaulted at a rate that was 60—70% higher than accurately 
described mortgages.>° 

Piskorski, Seru, and Witkin found that seventeen large RMBS 
underwriters (including all of the underwriters studied by Griffin and 
Maturana except GMAC) had substantial rates of unreported second liens 
for their securitized mortgage pools. Lehman Brothers had the worst record, 
but “a significant degree of misrepresentation exists across all underwriters 
involved with the sale of [nonprime] mortgage securities.” Piskorski, Seru, 
and Witkin also determined that large commercial banks frequently 
originated and sold nonprime mortgages to their affiliated broker-dealers for 
underwriting, while also providing unreported second-lien loans to the same 
borrowers. Since “the lender and the underwriter [were] the same 
institution” for those loans, the underwriters should have known about the 
unreported second liens.°* 

John Griffin, Richard Lowery, and Alessio Saretto reviewed the 
performance of RMBS, asset-backed securities, and CDOs sold by 
underwriters between 2000 and 2010. They determined that RMBS, ABS, 
and CDOs sold by underwriters with “high reputations’—including the 
largest U.S. and European universal banks and the Big Five securities firms 
—had default rates that were much higher than comparable securities sold 
by smaller underwriters.°° Similarly, Larry Cordell, Yilin Huang, and 
Meredith Williams found that CDOs arranged by the largest underwriters 
experienced loss rates that were significantly worse than CDOs assembled 
by smaller underwriters.°° 

Griffin, Lowery, and Saretto concluded that the poor performance of 
high-reputation underwriters resulted from their “strategic” decisions to 


take advantage of uninformed investors. High-reputation underwriters knew 
that most investors could not evaluate the actual risks embedded in complex 
structured finance securities, and investors therefore relied heavily on the 
underwriters’ reputations as well as credit ratings. Moreover, high- 
reputation underwriters continued to sell large volumes of risky RMBS and 
CDOs during 2007, when they knew that default rates on nonprime 
mortgages were already rising rapidly.°” 

For example, RBS made two offerings of RMBS during the fall of 2007, 
backed by pools of nonprime mortgages originated by Option One, a 
specialized nonprime lender. RBS knew that a high percentage of Option 
One’s mortgages had material defects and violated RBS’s underwriting 
standards. However, RBS had extended a $3 billion warehouse line of credit 
to Option One, and RBS was “very nervous” that Option One might soon 
collapse. RBS decided to securitize Option One’s mortgages so that Option 
One could use the proceeds to pay off RBS’s line of credit. A senior RBS 
employee commented that RBS’s relationship with Option One was a “good 
run while it lasted,” as it represented a “[rJedistribution of wealth to [Wall 
Street.”°8 

Federal agencies filed dozens of lawsuits against leading underwriters of 
nonprime RMBS, including all of the Big Seventeen financial 
conglomerates (or their successors, in the cases of Bear Stearns, Lehman 
Brothers, Merrill Lynch, and Wachovia). Federal agencies alleged that the 
underwriters violated numerous federal laws when they sold nonprime 
RMBS to Fannie Mae, Freddie Mac, Federal Home Loan Banks, and 
federally insured depository institutions that later failed and were placed in 
receiverships. 

The Justice Department provided the most detailed public allegations of 
misconduct in a 200-page complaint filed against Barclays in December 
2016. That complaint alleged that Barclays “systematically and 
intentionally misrepresented key characteristics of the loans included in [its] 
RMBS deals.” The complaint also alleged that “more than half of the 
underlying residential mortgages defaulted, resulting in billions of dollars in 
losses to investors.”°? Federal agencies settled most of their lawsuits and 
recovered more than $100 billion from underwriters of nonprime RMBS. 
Statements of facts accompanying those settlements provided “detailed 
evidence” showing that “misreporting [of mortgage information] was 
widespread and widely known by mortgage employees within the banks.” 


In one case that was fully litigated, the Federal Housing Finance 
Authority won an $800 million judgment against Nomura and RBS for 
violating federal and state securities laws when they sold $2 billion of 
nonprime RMBS to Fannie and Freddie. A federal district court determined 
that Nomura and RBS made material misrepresentations in their RMBS 
offerings by stating that the underlying mortgages “generally” conformed to 
their approved underwriting guidelines. In fact, Nomura and RBS 
“systematically disregarded” their underwriting guidelines, and at least 45% 
of the underlying mortgages were “materially defective.” The district court 
concluded that the “magnitude of falsity” in Nomura’s and RBS’s offering 
documents was “enormous.”°! The Second Circuit endorsed the district 
court’s findings and affirmed the district court’s judgment. 


A few federal officials realized that mortgage fraud and reckless lending 
practices had become serious problems by 2004. However, those officials 
could not persuade their colleagues to take strong measures to stop 
fraudulent and high-risk lending. During testimony before Congress and at 
press conferences in 2004 and 2005, FBI Assistant Director Chris Swecker 
warned that mortgage fraud had become an “epidemic” and “could have as 
much impact as the S&L crisis.” Despite Swecker’s warnings, Congress and 
the FBI did not devote additional resources to prevent mortgage fraud 
because their primary concern after 9/11 was to stop “terrorist threats.”°° 

During a meeting with federal financial regulators in late 2004 or early 
2005, Treasury Secretary John Snow “urge[d] regulators to address the 
proliferation of poor lending practices.” However, regulators did not share 
Snow’s concerns. They told him that they did not “see any real big 
problem” because the institutions they supervised were “very well 
capitalized” and had “very low delinquencies.” 

In 2006, Lawrence Lindsey, former Director of the National Economic 
Council, visited the White House and warned his former colleagues that 
reckless mortgage lending practices were inflating housing prices and posed 
a grave threat to the U.S. economy. White House officials dismissed his 
views as overly pessimistic. Lindsey concluded that “no one wanted to stop 
[the housing] bubble.” Indeed, the housing boom was the main engine 


driving the economy, as it had been since the Fed adopted its ultra-low 
interest rate policy in the early 2000s.°° 

In contrast to Swecker, Snow, and Lindsey, most senior financial 
regulators and economic policymakers expressed few concerns about the 
rapid growth in nonprime mortgage lending and the corresponding spike in 
home prices. During testimony before Congress in July 2005, Fed 
Chairman Greenspan noted the presence of “speculative fervor” and 
“apparent froth in housing markets.” He acknowledged that “declines in 
home prices ... likely would be accompanied by some economic stress.” 
However, Greenspan advised Congress that “the macroeconomic 
implications need not be substantial.” He believed that the U.S. economy 
“has remained on a firm footing, and ... the prospects are favorable for a 
continuation of those trends.”°° 

Ben Bernanke gave a similarly reassuring report to Congress in October 
2005, while serving as President George W. Bush’s chief economic adviser. 
Bernanke informed Congress that home prices had risen by 25% during the 
prior two years, and “speculative activity has increased in some areas.” 
However, he said, “at a national level these price increases largely reflect 
strong economic fundamentals.”°” 

During a CNBC interview in July 2005, Bernanke said, “We’ve never 
had a [housing price] decline on a nationwide basis.” He predicted that 
“house prices will slow, maybe stabilize, might slow consumption spending 
a bit.” However, he did not think a correction in home prices would “drive 
the economy too far from its full employment path.” Bernanke’s “never 
had” statement was very surprising in view of his pathbreaking research on 
the Great Depression, when housing prices collapsed across the nation. 
Bemanke’s belief that home prices would not decline substantially on a 
nationwide basis was generally shared by the Fed’s leadership and staff in 
2005.°° 

In the absence of any meaningful action by federal regulators, universal 
banks and Wall Street securities firms continued to churn out RMBS, 
CDOs, and other structured finance securities. Their underwriting frenzy 
continued even after housing prices peaked in 2006 and began to decline 
thereafter in a number of major metropolitan markets. As housing prices 
softened, delinquency rates for nonprime mortgages rose sharply. The ABX 
index—introduced in early 2006 to track the performance of tranches of 


nonprime RMBS—declined by 4% during the fourth quarter of 2006 for 
BBB-rated tranches and fell more rapidly during the first quarter of 2007.”° 

Investor demand for nonprime RMBS and CDOs began to weaken during 
the second half of 2006. However, most major banks and securities firms 
did not throttle back on their securitization assembly lines. Instead, they 
continued to underwrite nonprime RMBS and CDOs, and they transferred 
unsold tranches to two types of off-balance-sheet dumping grounds. First, 
banks created off-balance-sheet conduits, which sold short-term, asset- 
backed commercial paper (ABCP) to investors and used the proceeds to buy 
RMBS, CDOs, and other securities underwritten by their sponsoring banks. 
Banks provided liquidity “puts” (guarantees) to investors who bought the 
ABCP issued by their conduits. 

Second, banks established off-balance-sheet structured investment 
vehicles, which also bought securities underwritten by their bank sponsors. 
SIVs funded those purchases by issuing ABCP and medium-term notes to 
investors. SIVs relied on implicit (reputational) guarantees from their bank 
sponsors instead of explicit liquidity puts. By January 2007, U.S. and 
foreign banks had organized conduits that issued more than $900 billion of 
ABCP, as well as SIVs that held $400 billion of assets. Citigroup was the 
largest global sponsor of off-balance-sheet entities, as its ABCP conduits 
and SIVs held $150 billion of assets.”! 

Citigroup transferred $25 billion of unsold super-senior CDO tranches to 
its ABCP conduits with accompanying liquidity guarantees. After 
Citigroup’s treasury department refused to approve any more liquidity 
guarantees, Citigroup’s CDO trading desk kept growing amounts of AAA- 
rated CDO tranches in Citigroup’s investment portfolio (and thus on 
Citigroup’s balance sheet) as the trading desk completed more CDO deals 
to earn more fees. By September 2007, Citigroup had $55 billion of 
nonprime exposures, including $25 billion of CDO tranches parked in its 
ABCP conduits, $18 billion of CDO tranches held on its balance sheet, and 
$12 billion of subprime mortgages and RMBS tranches held in its CDO 
“warehouse.” /* 

Citigroup was not the only institution that ate its own toxic cooking. 
Merrill Lynch surpassed Citigroup to become the top-ranked underwriter of 
CDOs in 2006, and Merrill accumulated over $55 billion of exposures to 
CDOs and nonprime RMBS by the fall of 2007. UBS was one of the two 
most active European banks in the CDO market, and it held more than $50 


billion of AAA-rated CDO tranches on its balance sheet in early 2007.” 
Viral Acharya and Philipp Schnabl estimated that in mid-2008, leading 
underwriters of nonprime ABS, RMBS, and CDOs retained risk exposures 
to about half of the outstanding AAA-rated tranches of those instruments 
through on-balance-sheet and off-balance-sheet positions.”“ 

Most regulators believed in 2007 that nonprime mortgages, RMBS, and 
CDOs did not pose serious risks to the largest financial institutions. They 
assumed (incorrectly) that financial conglomerates were pursuing an 
“originate-to-distribute” business strategy and were therefore using 
securitization and credit derivatives to transfer their credit risks to a wide 
range of institutional investors.”” As Gillian Tett explained, “By 2007, ... 
the dominant creed at the Washington Fed and the US Treasury was that 
credit risk had been so widely dispersed, via credit derivatives and CDOs, 
that any blows would be absorbed” by institutional investors.’° In fact, as 
Acharya and Schnabl showed, many leading financial institutions pursued 
an “originate to not really distribute” strategy. Those institutions retained 
large risk exposures to nonprime RMBS, ABS, and CDOs that they could 
not sell to investors because they wanted to keep producing fees from their 
securitization factories.”’ 


The nonprime mortgage market slumped badly during the first half of 2007. 
Housing prices declined, and many heavily indebted borrowers could not 
refinance their nonprime mortgages before their teaser rate periods expired. 
As a result, default rates on nonprime mortgages soared. Large banks and 
securities firms stopped providing repo funding to specialized nonbank 
lenders and cut off their warehouse lines of credit. Specialized lenders could 
not survive without such funding. New Century and three other specialized 
lenders filed for bankruptcy between December 2006 and July 2007. Other 
nonbank lenders put their businesses up for sale. Countrywide—the top 
U.S. nonprime mortgage lender—disclosed in early August 2007 that it was 
in deep financial trouble.” 

Instead of retrenching, several of the largest financial conglomerates 
acquired troubled lenders to expand their nonprime lending and 
securitization factories. Citigroup acquired the remaining assets of 
Ameriquest, Deutsche Bank purchased Mortgage IT, Merrill Lynch bought 


First Franklin, Morgan Stanley bought Saxon Mortgage, and Bear Stearns 
purchased Encore Credit. Bank of America made the biggest bet of all by 
purchasing a 16% stake in Countrywide in late August 2007. BofA agreed 
to acquire all of Countrywide’s assets in January 2008. The Fed approved a 
similar wager in September 2006 when it allowed Wachovia, the fourth- 
largest U.S. bank, to acquire Golden West, a large option ARM lender in 
California.” 

The acquiring institutions believed they could generate higher profits as 
soon as the nonprime mortgage market recovered from its problems, just as 
it had done after its previous downturn between 1998 and 2001. When 
Citigroup announced its acquisition of Ameriquest’s assets in September 
2007, a senior Citigroup executive declared, “We’re big believers in the 
whole vertical integration of this part of the capital markets.” He praised the 
deal for allowing Citigroup to expand its nonprime lending and 
securitization capabilities. Similarly, Merrill Lynch acquired First Franklin 
to enlarge its nonprime lending and securitization operations.°° 

Big financial conglomerates increased their risk-taking in other areas as 
well. Universal banks and Wall Street securities firms made $1.2 trillion of 
commercial real estate loans between 2003 and 2007, and they packaged 
about half of those loans into commercial mortgage-backed securities. As 
was true with nonprime RMBS, the terms of CMBS became significantly 
riskier between 2005 and 2007.°! 

Banks and securities firms also arranged $5 trillion of leveraged 
corporate loans and underwrote $800 billion of high-yield (“junk”) bonds 
between 2003 and 2007. Many of those loans and bonds financed leveraged 
buyouts of companies. Banks and securities firms pooled more than $500 
billion of leveraged loans to create collateralized loan obligations, which 
sold tranched securities to investors. As the leveraged buyout boom reached 
its peak in 2006 and early 2007, Citigroup and other major banks arranged 
leveraged loans that contained interest-only, payment-in-kind, and 
“covenant lite” terms, all of which imposed greater risks on lenders as well 
as CLO investors. The risky features of leveraged loans during the later 
stages of the buyout boom resembled the interest-only, negative 
amortization, and low-doc or no-doc terms of nonprime mortgages the big 
lenders issued during the housing bubble.®? 

Citigroup was the third-ranked arranger of leveraged loans in 2007, and it 
wanted to participate in all of the “mega deals” to “maintain its market 


leadership.”°° In late June 2007, credit markets were shaken by news that 
two hedge funds owned by Bear Stearns might collapse. Those hedge funds 
had invested heavily in nonprime mortgage-related assets, including risky 
CDOs. Analysts viewed the hedge funds’ problems as “emblematic of the 
widening fallout from the nation’s housing downturn,” and investors began 
to wonder “how much longer the era of easy corporate credit can last.”°4 

To address those concerns, Citigroup chairman Chuck Prince gave an 
interview to the Financial Times in July 2007. Prince denied rumors that 
Citigroup was “pulling back” from leveraged lending. He affirmed 
Citigroup’s commitment to leveraged lending by making the most-quoted 
statement from the credit boom: “When the music stops, in terms of 
liquidity, things will be complicated. But as long as the music is playing, 
you’ve got to get up and dance. We’re still dancing.” 

Prince pointed out that “big Wall Street banks” were acquiring “troubled 
subprime lenders,” a development that showed “how ‘liquidity rushes in’ to 
fill the gap as others spot a buying opportunity.” Thus, Prince viewed 
Citigroup’s continued funding for leveraged buyouts as a market 
“opportunity” that resembled Citigroup’s acquisition of Ameriquest’s 
subprime lending operations soon thereafter.°° 

In early August, Prince reiterated Citigroup’s commitment to leveraged 
lending in an interview with the New York Times. Prince stated, “We see a 
lot of people on the Street who are scared. ... We are not scared. We are not 
panicked. Our team has been through this before.” He added—in a remark 
that echoed his “still dancing” comment—‘“I think our performance is going 
to last much longer than the market turbulence does.”°° 

In private, Prince was much less confident. Treasury Secretary Hank 
Paulson attended a private dinner at the New York Fed on June 26, 2007. 
Leaders of major New York banks were also present at that dinner. Paulson 
later recalled: 


All [of the bankers] were concerned with excessive risk taking in the markets and appalled by 
the erosion of underwriting standards. The bankers complained about all the covenant-lite loans 


and bridge loans they felt compelled by competitive pressure to make.°” 


JPMC chairman Jamie Dimon and Goldman Sachs CEO Lloyd Blankfein 
told Paulson that their institutions did not plan to make additional leveraged 
buyout loans. In contrast, Prince asked Paulson, “Isn’t there something you 


can do to order us not to take all of these risks?”®° Prince’s question 
indicated that Citigroup’s leaders felt obliged to keep “dancing”—even 
though they were greatly concerned about the risks of doing so—as long as 
some of their top competitors were still on the dance floor. 

Prince’s attitude reflected the mindset of top executives at many other 
large U.S. and European financial institutions during the credit boom.®” 
Prince and other CEOs had powerful incentives to boost their banks’ 
revenues and returns on equity each quarter and every year. Executives who 
raised their companies’ stock prices by meeting or exceeding Wall Street’s 
profit targets received enormous financial rewards in the form of annual 
bonuses and stock option grants. Incentive compensation plans at most 
universal banks and big securities firms did not take account of the longer- 
term risks of speculative activities that produced higher short-term profits. 
Very few plans provided for clawbacks of bonuses or option grants if the 
institution later suffered losses due to excessive risk-taking.” 

The Financial Crisis Inquiry Commission determined that a leading cause 
of the failures and bailouts of major financial institutions in 2008 was that 
“executive and employee compensation systems disproportionately 
rewarded short-term risk taking” and did not include “proper consideration 
of long-term consequences.”?! A study by Sugato Bhattacharyya and 
Amiyatosh Purnanandam found that large U.S. banks reporting higher 
earnings per share paid substantially larger amounts of compensation 
(including bonuses) to their CEOs during the 2000s. The same banks 
produced significantly higher levels of systematic risk and also experienced 
much worse mortgage default rates in 2007.97 

According to Sanjai Bhagat and Brian Bolton, the CEOs of the fourteen 
largest U.S. financial institutions—eight big banks, five big securities firms, 
and AlG—received total cash compensation (from salaries, bonuses, and 
sales of stock) of $2.7 billion between 2000 and 2008. Those CEOs suffered 
paper investment losses of $2 billion in 2008, but they still held equity 
interests with an estimated total value of $940 million at the end of 2008. 
The same fourteen financial giants assumed much higher levels of risk, 
wrote off substantially larger percentages of their assets, and produced far 
worse returns for their shareholders during 2008 and 2009, compared with a 
group of thirty-seven midsized banks that did not receive capital assistance 
from the federal government. Thus, the CEOs of the fourteen largest U.S. 


financial institutions received very large net gains from aggressive, risk- 
oriented compensation policies, even though their institutions performed 
very poorly as a group during the financial crisis.°° Similarly, Robert 
DeYoung, Emma Peng, and Meng Yan found that the largest U.S. banks 
adopted incentive compensation policies during the 2000s that encouraged 
their CEOs to take greater risks, particularly at banks that engaged heavily 
in nontraditional, fee-based activities such as securitizing nonprime 
mortgages.?4 

The extravagant compensation awarded to CEOs of big banks during the 
2000s rivaled the gaudy bonuses that National City Bank and Chase 
National Bank had paid to Charles Mitchell and Albert Wiggin during the 
1920s. Sandy Weill received over $900 million in cash and stock awards 
from Travelers and Citigroup between 1997 and 2006. Citigroup paid 
Chuck Prince $158 million in cash and stock awards between 2003 and 
2007, while Robert Rubin (chairman of Citigroup’s executive committee) 
received $125 million between 1999 and 2009.” Merrill Lynch paid Stan 
O’Neal $50 million of total compensation in 2006, when the firm reported 
record profits, and he received a severance package of $160 million when 
he resigned in 2007. UBS paid its chairman, Marcel Ospel, more than $100 
million between 2000 and 2007.°° Countrywide’s CEO, Angelo Mozilo, 
garnered $520 million from compensation and stock sales between 2000 
and 2008, while WaMu’s CEO, Kerry Killinger, received $88 million 
during the same period.?” 

In 2006, as shown in Figure 0.4 in the Introduction, the gap between the 
average pay of financial sector employees and the average pay of 
employees in other economic sectors reached its highest level since 1930. 
Investment banking units of U.S. financial institutions increased their total 
payouts to employees from 31% to 60% of their gross revenues between 
2002 and 2007.%° In 2006, Citigroup paid $55 million to the two highest- 
ranking executives in its investment banking division as well as $15 million 
to the two co-heads of its CDO unit. Merrill Lynch paid $70 million in the 
same year to the two top executives in its investment bank.?? AIG paid 
more than $300 million to Joe Cassano during his tenure at AIG Financial 
Products. 12° 

CEOs who failed to meet Wall Street’s revenue and profit targets faced a 
substantial risk of losing their jobs.!°! In view of that risk, Chuck Prince 


and most of his peers chose to follow the herd. Tim Geithner later 
commented, “A financial CEO who was unusually cautious about leverage 
during the boom [of the 2000s] probably would have been fired before the 
bust. Many financial executives didn’t even want to think about truly 
extreme events.” 1° 

Some leaders of big financial conglomerates suffered from “Goldman 
envy” during the credit boom, and they tried desperately to match the huge 
profits produced by Goldman Sachs’ legendary trading operation and its 
trend-setting CDO unit.!°° In 2003 and 2004, Goldman paid $100 million to 
CEO Hank Paulson and president Lloyd Blankfein. In 2006, Goldman set a 
new record for profits and paid over $200 million to CEO Blankfein, former 
CEO Paulson, and two co-presidents.!°* Robert Rubin (a former Goldman 
co-chairman who joined Citigroup in 1999) encouraged Citigroup to follow 
Goldman’s lead by emphasizing proprietary trading and CDO underwriting. 
Similarly, Merrill Lynch CEO Stan O’Neal and UBS chairman Marcel 
Ospel pushed their firms to take greater risks in trading and CDO 
underwriting to match Goldman’s performance.!?° 

In December 2006, Goldman reversed course as the nonprime mortgage 
market showed serious signs of weakness. Goldman’s top executives 
decided to get rid of the firm’s long positions related to nonprime 
mortgages. The head of Goldman’s fixed income, currency, and commodity 
trading division instructed his traders and sales representatives to target 
Goldman’s holdings of nonprime mortgage-related securities and “move 
them out.” Goldman’s chief financial officer reinforced that directive, 
stating, “Let’s be aggressive distributing things.” °° 

At the end of January 2007, the manager of Goldman’s mortgage 
department told Tom Montag, Goldman’s head of global securities, that his 
team had “structured like mad and traveled the world and worked their tails 
off to make some lemonade from some big old lemons.” Two weeks later, 
CEO Lloyd Blankfein asked Montag, “Could/should we have cleaned up 
these books before and are we doing enough right now to sell off cats and 
dogs in other books throughout the division?”!°” 

The Financial Crisis Inquiry Commission determined that “the answer [to 
Blankfein’s question] was yes, they had cleaned up pretty well.” Goldman 
created and sold $17 billion of synthetic CDOs and $8 billion of cash flow 
CDOs between December 2006 and August 2007. The FCIC found that 


Goldman “used the cash [flow] CDOs to unload much of its own remaining 
inventory of other CDO securities and mortgage-backed securities.” 
Goldman also took short positions against some of the securities it sold as 
well as some of the buyers of those securities. Goldman was _ later 
“criticized—and sued—for selling its subprime mortgage securities to 
clients while simultaneously betting against those securities.”!8 

A few other large banks, including JPMC and PNC, also reduced their 
exposures to nonprime mortgage-related assets in late 2006 and early 2007. 
However, most big banks did not follow their example. Greg Lippman, the 
leader of Deutsche Bank’s mortgage trading desk, was probably the only 
trader at a major bank who matched Goldman’s aggressiveness in shorting 
the nonprime mortgage market. The other short sellers were primarily 
hedge funds, including Cornwall Capital, Magnetar Capital, Paulson & Co., 
and funds managed by Kyle Bass, Michael Burry, Steve Eisman, and 
Andrew Redleaf.!° 


In 2007, more than $2.7 trillion of subprime and Alt-A mortgages and 
jumbo ARMs were outstanding in the U.S., of which $2 trillion were held 
in securitized pools backing private-label RMBS."!° Other potentially risky 
debts and structured-finance securities included (1) more than $600 billion 
of cash flow and synthetic CDOs, (2) $2.5 trillion of home equity, auto, and 
credit card loans, of which a third were securitized into ABS, (3) $3.3 
trillion of commercial mortgages, of which a quarter were securitized into 
CMBS, (4) $600 billion of leveraged loans, most of which were securitized 
into CLOs, and (5) almost $1.1 trillion of junk bonds.'!! In sum, about $10 
trillion of higher-risk U.S. private sector debts were outstanding in 2007, 
and over half of those debts had been securitized or resecuritized to create 
$5 trillion of private-label structured finance securities and over $1 trillion 
of junk bonds.!!* A majority of those securitized debts carried AAA credit 
ratings and were sold as purportedly “safe” investments to banks, insurance 
companies, mutual funds, pension funds, and other investors. The 
securitization of risky debts and the marketing of the resulting securities as 
safe investments by large financial conglomerates during the 2000s bore a 
striking and disturbing resemblance to the packaging and marketing of 


high-risk corporate bonds and foreign bonds by universal banks during the 
1920s.118 

In addition to the $10 trillion of risky debts that were outstanding in the 
U.S. in 2007, an unknown volume of CDS contracts represented additional 
bets on the performance of designated tranches of nonprime RMBS and 
CDOs. AIG and monoline insurance companies issued more than $800 
billion of CDS that protected holders of AAA-rated tranches of CDOs 
against default.''* One financial analyst estimated that a third of the $45 
trillion of outstanding CDS in 2007 represented bets on the performance of 
nonprime-related securities or indexes.!!° Thus, U.S. credit markets in 2007 
resembled an “inverted pyramid of risk,” in which “multiple layers of 
financial bets” depended on the performance of speculative loans held in 
securitized pools. When the underlying loans began to default in large 
numbers, the highly leveraged bets in the pyramid collapsed and inflicted 
devastating losses on banks and investors. Those losses proved to be much 
larger than the face amounts of the defaulted loans.'!© 

Moreover, financial conglomerates financed many of their loans and 
trading bets by issuing short-term debt instruments that were subject to 
significant liquidity (rollover) risks. As discussed earlier in this chapter, 
major financial institutions created off-balance-sheet conduits and SIVs as 
dumping grounds for their unsold tranches of nonprime RMBS and CDOs. 
Those off-balance-sheet units issued $1.3 trillion of short-term, asset- 
backed commercial paper and medium-term notes, which were explicitly or 
implicitly guaranteed by their bank sponsors. In addition, the Big Five Wall 
Street securities firms and securities affiliates of universal banks obtained 
$3.5 trillion of funding from repo loans, most of which were renewed on a 
daily or weekly basis. Large financial institutions sold more than $500 
billion of unsecured, short-term commercial paper, primarily to money 
market mutual funds. Universal banks raised additional short-term funding 
by accepting uninsured deposits and entering into interbank loans. Thus, the 
largest banks and securities firms faced enormous liquidity risks if they 
could not renew their short-term loans from wholesale creditors, or if their 
secured creditors demanded additional collateral for their loans.!"7 

Financial conglomerates essentially followed a Ponzi finance strategy— 
an approach similar to homeowners who entered into teaser rate hybrid 
subprime ARMs or option ARMs based on the assumption that they could 


satisfy their debts by refinancing their mortgages or selling their homes. 
The economist Hyman Minsky described Ponzi finance as a situation in 
which debtors cannot meet their debt service obligations without 
refinancing (rolling over) their loans or selling their assets. Minsky’s 
financial instability hypothesis predicted that the use of Ponzi finance 
would expand during the euphoric phase of an economic boom, when 
debtors and creditors were confident that they could easily refinance their 
debts or sell their assets at a profit. In 2006, Minsky’s hypothesis became a 
tragic reality. The largest financial institutions and millions of U.S. 
homeowners were linked together in a massive Ponzi finance scheme, 
which was doomed to fail as soon as home prices dropped significantly.!!® 

As shown in Figure 9.1 in Chapter 9, average national home sale prices 
declined by 5% during 2007 and dropped by an additional 16% between 
January 2008 and September 2009. The fall in home prices was much more 
severe in metropolitan areas where larger housing booms had occurred and 
where nonprime mortgage lenders relied more heavily on funding from 
sales of private-label RMBS. Mian and Sufi determined that housing prices 
plummeted by 46% between 2006 and 2010 in twenty “bubble” 
metropolitan areas in the West and Southeast, while home prices in non- 
bubble urban areas fell by 12%.1!9 

The Ponzi finance pyramid of risk in the U.S. collapsed during the 
second half of 2007, as housing prices dropped across the nation. 
Underwriting markets for nonprime RMBS, CDOs, CLOs, and CMBS shut 
down by the end of 2007. Lenders refused to refinance mortgages held by 
millions of “underwater” homeowners, whose houses were worth less than 
their outstanding debts. Large numbers of distressed homeowners could not 
sell their houses and defaulted on their mortgages. As mortgage defaults 
rose, wholesale lenders refused to renew their short-term loans to large 
financial institutions. Similar downward spirals occurred in markets for 
commercial real estate loans and leveraged loans.!7° 


As the nonprime mortgage market experienced severe problems during the 
first half of 2007, the Fed and Treasury did not seem greatly concerned. On 
March 28, 2007, Fed chairman Ben Bernanke informed Congress’s Joint 
Economic Committee that the housing market was experiencing a 


“substantial correction” as subprime mortgage delinquency rates “climbed 
sharply.” Bernanke added, however, that “the impact on the broader 
economy and financial markets of the problems in the subprime market 
seems likely to be contained.” In a speech on June 5, Bernanke stated that 
“troubles in the subprime sector seem unlikely to seriously spill over to the 


broader economy or the financial sector.” !! 

In mid-April, Treasury Secretary Hank Paulson told a group of New York 
business leaders that the subprime mortgage market’s problems were 
“largely contained” and were not a “serious problem.” He also opined that 
the housing market’s correction was “at or near its bottom.” Paulson 
reiterated that optimistic assessment during an interview with Bloomberg 
on July 26, stating, “I don’t think [the subprime mortgage market] poses 


any threat to the overall economy.” !72 

Bernanke’s and Paulson’s optimistic assessments reflected a general 
consensus within the Fed and the Treasury Department. Bernanke, Geithner, 
and Paulson were all reasonably confident in mid-2007 that losses in the 
subprime mortgage market would not undermine the financial system or the 
broader economy. Bemanke said his views were “widely shared within the 
Fed” during the first half of 2007. Geithner confirmed that the Fed’s staff 


“didn’t flag subprime as a major systemic risk” during that period.!*° 
According to Phillip Swagel, who served as Assistant Secretary of the 
Treasury for Economic Policy from 2006 to 2009, Treasury’s economists 
were “well aware of the looming problems in housing, especially among 
subprime borrowers as foreclosure rates increased.” However, Treasury’s 
economists predicted in May 2007 that “the foreclosure problem would 
subside after a peak in 2008.” As Swagel later acknowledged, Treasury’s 
forecast failed to give adequate weight to a report from the FDIC, which 
warned that “the situation in housing was bad and getting worse and would 


have important implications for the banking system and the broader 


economy.” !24 


The Fed’s and Treasury’s failures to comprehend the magnitude of 
housing-related financial problems in mid-2007 resulted from several 
crucial misjudgments. The Fed and Treasury did not recognize the extent to 
which the largest commercial banks had become deeply intertwined with 
the capital markets through extensive securities operations that relied 
heavily on funding from short-term shadow deposits, including repos and 
commercial paper. The Fed and Treasury did not appreciate the degree to 


which Wall Street securities firms had become de facto universal banks 
through their accumulation of shadow deposits and their acquisitions of 
FDIC-insured thrifts and industrial loan companies. The Fed and Treasury 
did not realize that both types of financial conglomerates had become 
highly leveraged and deeply exposed to losses from nonprime RMBS and 
CDOs by retaining on-balance-sheet risk exposures and by creating off- 
balance-sheet risk exposures through conduits and SIVs. The Fed and 
Treasury were not aware of the magnitude of the pyramid of risks created 
by securitization, over-the-counter derivatives, and other financial 
“innovations.” Indeed, the Fed’s and Treasury’s leaders generally viewed 
those “innovations” as positive because they seemed to promote greater 
“efficiency” in financial transactions. '*° 

In 2015, Bernanke stated, “In truth, in the years just before the crisis, 
neither banks nor their regulators adequately understood the full extent of 
banks’ exposures to dicey mortgages and other risky credit.” In 2009, 
Bernanke conceded that the Fed failed to “understand the interconnections 
to off-balance-sheet vehicles and complex credit derivatives.”!*° Geithner 
similarly admitted in 2014: 


We didn’t appreciate the extent to which nonbanks were funding themselves in runnable short- 
term ways, or how vulnerable the banking system would be to distress in the nonbanks. ... We 
also failed to anticipate the savage depth of the Great Recession, or the debilitating feedback 


loop between problems in the financial system and problems in the broader economy. !*” 


The Fed’s and Treasury’s views reflected a broader consensus among 
global financial regulators. For example, the International Monetary Fund 
was “sanguine” about the “presumed ability of [Securitization and other] 
financial innovations to remove risks off banks’ balance sheets.” The IMF 
did not recognize the risks of a severe financial crisis until October 2007, 
and as late as the summer of 2008 the IMF still believed that the crisis could 
be “contained.” !78 

In 2018, Bernanke and former Fed Vice Chairman Donald Kohn 
identified an important reason why the Fed and other central banks failed to 
anticipate the financial crisis and “significantly underestimated its ultimate 
impact on the real economy.” As Bernanke explained, “Models used by 
central banks for forecasting and policy analysis ... did not include much 
role for credit factors [and] provided little guidance to the staff on how to 
think about the likely economic effects of the crisis.” Kohn acknowledged 


that the Fed’s economic models “did not contain enough detail about the 
financial sector to capture many critical aspects of the disruption to credit 
intermediation and market functioning.” !2° 

In a previous lecture in 2013, Bernanke admitted that forecasting models 
used by the Fed and other central banks were incomplete and flawed. Those 
models reflected the belief of “macroeconomists ... inside and outside 
central banks” that “detailed modeling of the financial sector may not be 
central for understanding private sector decisions or the effects of monetary 
policy.” Central bank models relied on a number of “restrictive 
assumptions,” including “no bankruptcy costs, no agency problems, and no 
asymmetric information.” Based on those highly unrealistic assumptions, 
“many monetary economists and central bankers concluded that the details 
of the structure of the financial system could be largely ignored when 
analyzing the behavior of the broader economy.” !%° 

Due to the severe limitations of their forecasting models, the Fed and 
other central banks did not consider the central importance of bank-centered 
and “shadow bank” financial conglomerates, which created complex, far- 
reaching, and fragile connections between the banking system and capital 
markets. Moreover, central bank models did not comprehend the potential 
risks of “complex financial structures” like CDOs, CDS, and SIVs.!°! 

As Joseph Stiglitz pointed out, the forecasting models used by the Fed 
and other central banks did not include either “a well-specified financial 
sector” or a foundational role for banks. The Fed’s models did not consider 
the “systemic risk” that could arise if financial shocks spread across a wide 
range of financial markets and spilled over to the general economy. Stiglitz 
noted that the risks of “contagion” had become much greater by 2007, due 
to the financial conglomerates and “capital market integration” that the 
U.S., U.K., and EU authorized after the mid-1980s. Central bank models 
also failed to consider “financial frictions”’—including “bankruptcy costs” 
and “credit constraints’—that could turn credit disruptions into systemic 
crises. Stiglitz concluded that the Fed’s forecasting model “ignored issues 
that turned out to be key to the 2008 crisis; not surprisingly, the model 
neither predicted [the crisis] not provided good guidance as to the 
appropriate policy responses.” !°? 

In sum, the Fed and other central banks failed to predict the financial 
crisis or anticipate its severity because their decisions were based on 
theoretical economic models that included almost no consideration of the 


actual workings of the financial system as it existed in 2007. Their 
forecasting models mirrored their light-touch regulatory regimes, which 
relied on market discipline as well as the risk management policies and 
procedures of major banks. As a result, central bank forecasts and 
supervisory policies ignored the opaque and highly complex transactions, 
pervasive conflicts of interest, and widespread abuses that were actually 
occurring at large financial conglomerates. Central bank models also 
disregarded the high probability of systemic risk, caused by contagion 
between the banking industry and the capital markets, due to the formation 
of huge bank-centered and shadow bank financial conglomerates. Yet those 
were the same financial giants that central banks and other policymakers 
had eagerly championed since the 1980s. 


Beginning in July 2007, events began to reveal how poorly the Fed, the 
Treasury, and their European counterparts understood the immense risks 
lurking in global housing markets and the international financial system. On 
July 10, credit ratings agencies began to downgrade thousands of tranches 
of nonprime ABS, RMBS, and CDOs. By the end of 2007, credit ratings 
agencies had downgraded 54% of ABS tranches backed by second-lien 


home equity loans, 13% of CDO tranches, and 17% of nonprime RMBS 


tranches.!°3 


On July 31, 2007, the two troubled hedge funds owned by Bear Stearns 
filed for bankruptcy after suffering crippling losses from their investments 
in nonprime RMBS and CDOs. The previous day, IKB (a German regional 
bank) accepted a bailout from its largest shareholder. IKB had established 
an off-balance-sheet conduit, Rhineland, which held $19 billion of CDOs, 
CLOs, and other risky assets. By mid-July, Rhineland’s investments 
including its purchase of $150 million of securities from Goldman’s Abacus 
CDO—had suffered devastating losses. Purchasers of Rhineland’s asset- 
backed commercial paper refused to renew their investments, and 
Rhineland called upon IKB to honor $11 billion of guarantees (liquidity 
puts) that supported Rhineland’s commercial paper. IKB’s largest 
shareholder stepped in to provide the necessary funding, and IKB honored 
its guarantees on August 7.!°4 


A more devastating shock to investor confidence occurred on August 9. 
BNP Paribas—the largest French bank and one of the Big Seventeen 
financial conglomerates—suspended redemptions by investors in three of 
its hedge funds after the value of mortgage-related assets owned by those 
funds dropped by 20% in less than two weeks. BNP defended its suspension 
of redemptions by stating that it could not calculate a “fair value” for the 
three funds. BNP stated, “The complete evaporation of liquidity in certain 
market segments of the US securitization market has made it impossible to 
value certain assets fairly regardless of their quality or credit rating.” !°° 

Most experts agree that BNP’s suspension of redemptions marked the 
beginning of the financial crisis of 2007—09.'%° As Tim Geithner explained, 
“Saying the bank had no idea what its subprime assets were worth was 
much worse than saying the values had declined by 20 or 30%. It 
intensified uncertainty about subprime, as well as other U.S. mortgage- 
backed securities, and helped to create the larger liquidity crunch.”!°7 

The global interbank lending market began to freeze up as banks became 
increasingly concerned about the solvency of their peers. As shown in 
Figure 10.2, the “TED spread”—the difference between interest rates on 
three-month interbank loans and risk-free yields on three-month Treasury 
bills—spiked in August 2007. The rapid widening of the TED spread 
reflected a general perception that short-term loans between banks had 
become much riskier.'°° The European Central Bank injected more than 
$200 billion of cash into the European banking system and declared that it 
stood ready to provide “unlimited” liquidity assistance to any bank in the 
Eurozone. The Fed supported the ECB by purchasing over $60 billion of 
Treasury securities to increase liquidity in U.S. financial markets.!°? 


The Cost of Interbank Borrowing Soared 
During the Crisis 
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The line tracks the TED spread, a measure of distress in credit markets. It is the 
difference between the rate paid on three-month interbank loans as represented by 
the London Interbank Offered Rate (LIBOR) and the interest rate paid on three-month 
Treasury bills. The TED spread showed that credit risk increased sharply at key points in 
the crisis. 


Figure 10.2 The Cost of Interbank Borrowing Soared During the Crisis 
Source: Bernanke (2015: 405) (Figure 1). © 2015 by Ben S. Bernanke. Used by permission of W.W. 
Norton & Company, Inc. 


On August 15, Countrywide—a $200 billion financial holding company 
and a top U.S. nonprime mortgage lender—asked the New York Fed for an 
emergency loan. Much of Countrywide’s funding came from wholesale, 
nondeposit creditors. Countrywide experienced a liquidity crisis in mid- 
August, when many commercial paper investors refused to renew their 
loans. Bank of New York Mellon (BNY Mellon) also threatened to stop 
clearing (and providing intraday credit for) Countrywide’s $45 billion 
portfolio of triparty repo loans. A failure by BNY Mellon to clear 
Countrywide’s repos would have caused severe problems for money market 
mutual funds that were lenders on those repos. Those funds would have 
been forced to take possession of nonprime mortgage-related collateral 
posted by Countrywide, and the funds could have been required (under SEC 


rules) to sell that collateral quickly in “fire sales,” thereby driving down the 
value of nonprime mortgage-related assets. ‘4° 

Geithner persuaded BNY Mellon to continue clearing Countrywide’s 
triparty repos. In return, Countrywide agreed to draw down $11.5 billion 
lines of credit with several banks so that it could provide higher-quality 
collateral for its repos. Geithner’s arrangement was only a stopgap measure. 
To avoid failure, Countrywide sold a 16% stock interest to Bank of America 
on August 22, and in January 2008 it agreed to sell all of its assets to 
BofA.'4! 

As Geithner subsequently explained, the “Countrywide episode 
foreshadowed much of what came later in the crisis. It ... revealed how 
dependent the entire financial system had become on fragile short-term 
funding arrangements.”!** Countrywide’s emergency exposed stunning 
gaps in the Fed’s knowledge and oversight of conditions in the nation’s 
financial markets. According to Geithner, the New York Fed “had spent a 
lot of time worrying about the risks in tri-party repo, which had expanded 
tenfold in a decade, but we hadn’t made progress on its worst 
vulnerabilities.” In addition, the Fed “had paid even less attention to the 
asset-backed commercial paper market, which had nearly doubled during 
my Fed tenure [since 2003], to $1.2 trillion.” As a result of Countrywide’s 
near-failure, Geithner discovered that the ABCP market was “under 
pressure” because “many of the assets backing the commercial paper were 
linked to housing.” !*? 

Geithner also admitted that prior to Countrywide’s threatened collapse, 
he had “spent very little time familiarizing myself with the risks posed by 
money market funds, which accumulated more than $3 trillion in assets, and 
in many ways functioned like banks.” He did not think money market 
mutual funds were “much of a danger to the system before the crisis, even 
though Paul Volcker and others did.” He learned from Countrywide’s 
emergency that “money market funds had provided much of the financing 
for [investment banks and] other sources of systemic risk” by purchasing 
commercial paper and providing repo loans.'“* 

According to Geithner’s account, the New York Fed did not appreciate 
until August 2007 the systemic risks posed by the commercial paper and 
triparty repo markets, or the potential threats to financial stability posed by 
money market mutual funds, which were key financial intermediaries in the 


shadow banking system. The New York Fed also did not recognize until 
Countrywide’s emergency the hazards created by the use of nonprime 
RMBS and CDOs as collateral for repos, even though repo lenders greatly 
expanded their reliance on such collateral after Congress expanded the 
bankruptcy safe harbor for repo collateral in 2005. 

The New York Fed had direct supervisory authority over JPMC and BNY 
Mellon—the two major clearing banks for triparty repos—and could have 
required both banks to provide more extensive and detailed information 
about potential risks and vulnerabilities in the repo market. After reading 
Geithner’s account of Countrywide’s near-collapse in August 2007, it is 
very difficult to understand why the Fed was so poorly prepared to deal 
with the crises at Bear Stearns and Lehman Brothers in 2008. Both crises 
arose from similar problems of illiquidity and creditor runs connected to 


repos, commercial paper, and money market mutual funds.!*° 


On August 16, 2007, the Fed reduced the rate it charged banks for discount 
window loans by 0.50%. The Fed also extended the length of its discount 
window loans from overnight to thirty days. The Fed wanted to encourage 
banks to borrow from the discount window if they needed additional 
liquidity. However, most banks declined to do so, due to the stigma 
associated with borrowing from the Fed (which many market participants 
interpreted as a sign of weakness). Banks that needed liquidity turned 
instead to the Federal Home Loan Banks, which provided $235 billion of 
advances to their member institutions during the second half of 2007. Two- 
thirds of those advances went to ten big financial conglomerates, including 
six that later failed, or were acquired in emergency mergers, or received 
“exceptional assistance” from the federal government in 2008.'*° 

On September 13, the financial crisis became headline news on the other 
side of the Atlantic. Northern Rock, a $200 billion building society and the 
seventh-largest U.K. depository institution, asked the Bank of England for 
an emergency loan. Like Countrywide, Northern Rock had aggressively 
expanded into higher-risk mortgage lending (including making 125% loan- 
to-value mortgages), and it relied on wholesale lenders for three-quarters of 
its funding. Northern Rock turned to BoE when wholesale creditors refused 
to renew their short-term loans. On September 14, BoE agreed to provide 


the requested loan. Nevertheless, a run by Northern Rock’s depositors 
began after they learned that the U.K.’s deposit insurance scheme provided 
only partial coverage, was unfunded, and might take several months to 
reimburse depositors for their losses. The U.K. Treasury stopped the run by 
guaranteeing all of Northern Rock’s deposits on September 17, and the 
U.K. government nationalized Northern Rock in February 2008. The 
Northern Rock crisis provided a dress rehearsal for the panic runs and 
bailouts that occurred in the U.K. and Europe during the fall of 2008.'47 

Credit ratings agencies downgraded thousands of tranches of nonprime 
RMBS and CDOs during the fall of 2007, and the value of those securities 
fell sharply, increasing the pressure on banks, securities firms, and 
investors.‘*8 Commercial paper investors and other short-term lenders 
refused to renew their loans to many institutional borrowers. The volume of 
outstanding asset-backed commercial paper dropped by a third—from $1.2 
trillion to $800 billion—between August and December 2007. The 
interbank lending market showed signs of continued stress, as reflected in 
elevated levels of the TED spread (see Figure 10.2). At meetings of the 
Federal Open Market Committee (FOMC) in September and October, the 
Fed reduced its target for short-term interest rates from 5.25% to 4.5%.!*9 
The Fed moved slowly, however, as it did not yet recognize the likelihood 
of a systemic financial crisis. Some members of the FOMC were concerned 
that an overly lenient monetary policy could trigger a dangerous bout of 
inflation—a concern that was supported by rising oil prices.!°° 

In October 2007, the U.S. Treasury tried to convince the largest banks to 
join together in filling the void created by the disappearance of investor 
funding for off-balance-sheet SIVs. The Treasury urged the largest U.S. 
banks to organize a collective investment fund (a “Super SIV”), which 
would purchase illiquid assets from bank-sponsored SIVs. The Super SIV 
would serve as a “buy-and-hold investment vehicle” until financial markets 
stabilized, thereby avoiding “panic selling” of illiquid assets at “fire-sale 
prices.” >! 

Treasury’s proposal failed because the strongest megabanks were not 
willing to help their weaker peers. Consequently, each bank made its own 
decision about whether to rescue its SIVs.!°* Citigroup decided to bring $83 
billion of assets back onto its balance sheet from its conduits and SIVs, a 
move that greatly strained its already weak capital position. Other big banks 


arranged similar rescues of their STVs, but some sponsors allowed their 
SIVs to fail.!°° 

The failure of Treasury’s Super SIV proposal resembled President 
Hoover’s unsuccessful effort in 1931 to create a bank-funded National 
Credit Corporation that could make emergency loans to struggling banks. In 
October 2007—as had been true seventy-six years earlier—most large 
banks confronted serious problems that undermined their ability and 
willingness to act collectively to support the financial system.!°* 

Even after the Super SIV initiative collapsed, most federal regulators 
believed that “conventional tools of monetary policy and moderate 
regulatory discretion” would be sufficient to solve the problems faced by 
the housing and financial markets. According to Phillip Swagel, “In late 
2007, policymakers did not believe extraordinary action was required.”!°° 
On October 17, 2007, “things seemed calm enough” to Tim Geithner, and 
he “referred to the crisis in the past tense” during a private seminar with 
international financial officials. Geithner assured his international 
colleagues that “in important respects, the system worked. ... The capital 
cushions at the largest banks proved strong enough to withstand the shock.” 
Geithner believed that the world “had survived a major financial 
explosion.” !°° 


The optimism of regulators was quickly proven wrong again, as big 
problems erupted at Merrill Lynch and Citigroup. Merrill Lynch reported a 
$7.9 billion loss on October 24, and Citigroup announced an $11.4 billion 
loss on November 4. Each institution disclosed that it held $55 billion of 
risk exposures to CDOs and other nonprime-related assets. The CEOs of 
both institutions—Stan O’Neal and Chuck Prince—resigned shortly 
thereafter. !°7 

A group of senior U.S. and foreign regulators examined Citigroup and 
found systematic failures in Citigroup’s risk management and serious 
weaknesses in its financial condition. Citigroup’s risk managers did not 
have sufficient independence to challenge excessive risk-taking by business 
managers and instead acted as enablers for business units. Risk managers 
relied primarily on AAA credit ratings as a basis for approving Citigroup’s 
retention of super-senior tranches of CDOs. They did not consider the 


possibility of a nationwide downturn in housing prices. They also did not 
consider the risk that Citigroup might be unable to sell its CDO tranches or 
leveraged loan commitments, or that Citigroup might be compelled to honor 
its guarantees for off-balance-sheet conduits. Due to Citigroup’s complex 
and highly fragmented structure, its senior management team did not have a 
consolidated, firm-wide view of the bank’s risks and did not know that 
Citigroup had accumulated $55 billion of exposures to nonprime mortgage- 
related assets. Citigroup was more thinly capitalized, and much more 
exposed to risky nonprime mortgage-related assets, than regulators 
believed.!°8 

Geithner acknowledged in 2014 that “Citi wasn’t as well capitalized as 
we thought” and that Citigroup’s balance sheet was “much riskier than it 
looked.” Regulators did not know that “Citi had stashed another $1.2 
trillion in assets off its balance sheet in ways that allowed it to hold virtually 
no capital against losses in those assets.” Regulators also did not realize the 
magnitude of Citigroup’s “dramatic exposure to an increase in mortgage 
defaults and even more dramatic declines in the price of mortgage 
securities.” The Fed “hadn’t required Citi to hold enough capital because 
we hadn’t fully understood the extent of the risks it was taking.” Geithner 
also conceded that Citigroup’s weak capital position was a symptom of a 
much broader problem: “We hadn’t pushed banks to raise more capital in 
good times, because they were comfortably above the required capital 
ratios 

Robert Rubin—Geithner’s former mentor during his service in the 
Clinton Treasury Department—was chairman of Citigroup’s executive 
committee. Geithner admitted that “Rubin’s presence at Citi surely 
tempered my skepticism ... [H]e probably gave Citi an undeserved aura of 
competence in my mind.”!© 

In January 2008, Citigroup and Merrill Lynch reported combined losses 
of $50 billion for the previous year, primarily due to their heavy exposures 
to CDOs and other nonprime mortgage-related assets. Morgan Stanley and 
Bank of America disclosed combined losses of $20 billion, while JEMC 
reported losses of $5 billion.!°! When the FOMC met at the end of January, 
New York Fed Executive Vice President William Dudley stated that large 
U.S. banks had reported more than $100 billion of losses from asset write- 
downs during the second half of 2007. The five largest banks experienced 


“significant erosion of their capital ratios,” although Dudley said they were 
still “well-capitalized” under federal regulatory standards. ‘© 

At the same FOMC meeting, the Fed’s staff presented the results of a 
horizontal review of risk management practices at eleven major U.S. banks 
and securities firms conducted by a group of senior U.S. and foreign 
financial supervisors.!°* Those supervisors found “massive deficiencies in 
the risk management systems of some major financial institutions” 
(including Citigroup), while others performed better.!°* 

Following the staff’s presentation, Boston Fed President Eric Rosengren 
described a horizontal “stress test” that the Fed conducted on the mortgage 
operations of BofA, Citigroup, JPMC, and Wachovia in 2006. All four 
megabanks told the Fed that a 10-20% downturn in national housing prices 
“would affect earnings but wouldn’t affect capital.” Rosengren commented 
that “in retrospect, that doesn’t seem to have been a good forecast.” He 
urged the Fed’s staff to revisit the 2006 stress test and find out why it did 
not produce more reliable predictions. He also recommended that the Fed 
should conduct additional stress tests.‘°° Kansas City Fed President Tom 
Hoenig agreed with Rosengren that the Fed should examine the “lessons 
we’ve learned about more-effective institutions and _ less-effective 
institutions during the horizontal review so that we can be more 
proactive.”!©° Despite the recommendations from Rosengren and Hoenig, 
the Fed evidently did not perform any additional horizontal “stress tests” on 
the largest U.S. banks until February 2009, after enormous bailouts had 
already occurred.!°” 

Geithner gave his FOMC colleagues a surprisingly upbeat assessment of 
the condition of the largest U.S. financial institutions, in spite of the 
enormous problems already discovered at Citigroup and Merrill Lynch. 
Geithner stated that a “process of repair” had begun through “de- 
leveraging” and “equity raising by major firms,” as well as a “pretty 
substantial improvement of market functioning; and easing of liquidity 
pressure.” Geithner conceded that there was “a huge amount of uncertainty 
about the size and the location of remaining credit losses across the 
system.” However, he thought “the capital positions of the major U.S. 
institutions coming into this look pretty good relative to how they did in the 
early 1990s.”1°8 


Fed Governor Kevin Warsh offered a far more guarded assessment. In 
Warsh’s view, “The repair process that President Geithner referenced 
among financial institutions strikes me as very fragile and quite 
incomplete.” He pointed out that large banks continued to struggle with 
“falling profits” and “balance sheet weakness.” In addition, the largest 
institutions had designed their business models for “a low volatility, high 
liquidity world, and what they found is the exact opposite.” Warsh warned 
that many large U.K. and European banks were even more vulnerable than 
their U.S. peers. 1°? 

Dudley reported to the FOMC on the severe problems faced by Ambac, 
MBIA, and other monoline bond insurers. Monoline insurers had provided 
$780 billion of CDS and other guarantees for CDOs and other structured 
finance securities, and those insurers had total “claims-paying resources” of 
only $50 billion. Dudley explained that there was “not much transparency” 
concerning the specific counterparty exposures of the monoline insurers. He 
cautioned that leading banks and securities firms could suffer big losses if 


monoline insurers defaulted on their guarantees.!”° Geithner added that the 
New York Superintendent of Insurance had “very little information” about 


the detailed risk exposures of monoline insurers.”!”! 

Neither Dudley nor Geithner mentioned AIG and its $80 billion portfolio 
of CDS protecting AAA-rated tranches of CDOs. The Fed’s apparent lack 
of awareness about AIG’s_ vulnerability was surprising, given 
contemporaneous press reports about AIG’s discussion of its CDS portfolio 
during three calls with investors and analysts between August and 
December 2007. During those calls, AIG executives were peppered with 
tough questions about AIG’s potential exposures to losses and collateral 
calls on those CDS.!7 

As Kate Judge pointed out, the FOMC’s discussion of problems with 
monoline insurers in late January 2008 “brought to the fore many of the 
dynamics that contributed to AIG’s near failure,” including “the magnitude 
of the interconnections between banks and insurance companies” created by 
CDS and other guarantees for structured finance securities. The FOMC’s 
discussion also “alerted the Fed” to the fact that federal and state regulators 


had very little information about “the risk exposures of insurance 


companies.” !7? 


On February 11, 2008, AIG publicly disclosed that its auditors had 
identified a “material weakness” in AIG’s financial reports, and AIG 
reported a $3.6 billion loss from its CDS portfolio. On February 28, AIG 
published a more alarming set of disclosures, including a net loss of $5.3 
billion for its previous fiscal year, due to $11.1 billion of losses from its 
CDS portfolio and $2.6 billion of losses from its securities lending 
operation. However, the New York Fed did not attempt to obtain more 
detailed information about AIG until August 2008. Geithner later admitted 
that he “went into [Lehman] weekend” in September 2008 with “very little 
knowledge” about AIG.!”4 

The Fed also did not pay close attention to Bear Stearns, even though 
news coverage of Bear was consistently negative after its two hedge funds 
with large subprime exposures filed for bankruptcy on July 31, 2007. For 
unknown reasons, the Fed did not include Bear Stearns in its horizontal 
review of risk management practices at eleven major banks and securities 
firms in late 2007.!” 

Many investors stopped buying Bear’s commercial paper during the fall 
of 2007. By the end of December, Bear’s commercial paper funding had 
fallen from $21 billion to $4 billion, while its reliance on repo funding rose 
from $69 billion to $102 billion. Many of Bear’s repo loans were overnight 
loans that had to be renewed daily.!”° 

The Fed and Treasury knew that Bear had become increasingly 
dependent on short-term repo loans and that Bear offered illiquid, private- 
label RMBS and CDOs as collateral for many of those loans. However, the 
Fed and Treasury received comforting assurances from SEC chairman 
Christopher Cox and his staff that Bear satisfied the SEC’s capital and 
liquidity requirements. The Fed and the Treasury did not insist on detailed 
information to support the SEC’s assurances, which were contrary to the 
views of most analysts and investors.!’” As Charles Gasparino commented, 
“What is striking about Cox’s inaction, and for that matter Paulson’s, 
Bernanke’s, and Geithner’s, is that Bear’s actual unraveling was a slow- 
moving event, beginning in earnest [in 2007].” Gasparino stated that 
“Paulson, Geithner, and Cox had time to react, yet they failed to do so, 
beyond engaging in a few conference calls” with Bear’s senior 


executives. /78 


Thus, the Fed and Treasury missed multiple warning signs between 
August 2007 and March 2008 that should have caused them (and other 
federal regulators) to intensify their monitoring and increase their 
understanding of the massive risks concentrated at major U.S. banks as well 
as AIG, Bear Stearns, and other systemically important financial 
institutions.!’? The Fed’s and Treasury’s failure to take more proactive 
measures is difficult to understand, given the liquidity problems and large 
losses that had already occurred at Bear Stearns, Countrywide, Citigroup, 
Merrill Lynch, and Morgan Stanley. The most likely explanation for the 
Fed’s and Treasury’s passivity is that they were ideologically committed to 
light-touch, highly deferential policies for supervising large financial 
institutions. The Fed’s and Treasury’s lack of detailed, timely, and reliable 
information about the financial condition and vulnerability of leading 
financial institutions continued to undermine the effectiveness of their 
decision during 2008. 


The Fed responded to deteriorating conditions in the housing market and 
the financial sector by cutting its target for short-term interest rates from 
4.50% to 3% at three FOMC meetings in December 2007 and January 
2008. The Fed also established two programs to improve the liquidity of 
domestic and foreign banks. First, the Term Auction Facility (TAF) allowed 
banks—including foreign banks operating in the U.S.—to bid at regular 
auctions for loans from the Fed based on criteria similar to discount 
window loans. TAF’s auction-based procedures allowed banks to get 
funding from the Fed without incurring the stigma associated with loans 
from the discount window. Second, the Fed established international dollar 
swap lines with foreign central banks. Those swap lines allowed foreign 
central banks to exchange their currencies for U.S. dollars and then lend 
those dollars to foreign banks with dollar-denominated debt obligations. 
European banks obtained large amounts of funding from both TAF and the 
currency swap lines.!®° 

The FOMC’s consensus prediction at the end of January 2008 was that 
the U.S. economy would grow slowly during 2008 and somewhat faster 
during 2009. However, several FOMC members (including Chairman 
Bernanke) noted “downside risks” from potential adverse developments in 


the housing and financial sectors.!°! During testimony before the Senate 
Banking Committee on February 14, Bernanke stated that the Fed’s 
“baseline outlook involves a period of sluggish growth, followed by a 
somewhat stronger pace of growth starting later this year.” Bernanke added 
that the Fed’s “baseline outlook envisions an improving picture.” He 
cautioned that “downside risks to growth remain,” including the possibility 


of more serious problems in the housing and credit markets. !® 

While carefully hedged, Bernanke’s testimony presented a generally 
benign view of the economy’s prospects. Bernanke later remarked that the 
Fed’s leaders “had been feeling a bit better about the prospects for the 
economy and financial system” in February 2008. The Fed’s recent interest 
rate cuts and Congress’s passage of a $150 billion fiscal stimulus package 


in early February provided reasons to believe that the economy would 


improve.!°? 


During the same Senate committee hearing, Treasury Secretary Hank 
Paulson stated that the U.S. economy was “undergoing a significant and 
necessary housing correction” but was “fundamentally strong, diverse and 
resilient.” Senator Charles Schumer (D-NY) expressed his concern that 
Bermanke and Paulson were “underestimating” the “severity of the problem 
in the credit markets.” Bernanke and Paulson admitted that the U.S. 
economy faced significant challenges, but they did not think a recession 
would occur. Bernanke said he was “not worried about bank failures” 
because “banks entered the current downturn with sufficient capital and 
have been able to raise additional funds.” !®* 

Bernanke’s and Paulson’s statements were far too optimistic. The Fed 
and Treasury did not yet appreciate the magnitude of the problems facing 
the U.S. economy and the financial system in early 2008. U.S. industrial 
production declined steadily after the end of 2007, and the housing market 
continued to spiral downward, as it had done since 2006. The total number 
of employed workers began to fall in February 2008. The National Bureau 
of Economic Research ultimately determined that the Great Recession 
began in December 2007.1°° 

In mid-February 2008, a crisis occurred in the $330 billion auction-rate 
securities market. Auction-rate securities were long-term bonds issued by 
state government agencies, hospitals, and other nonprofits, which were 
backed by guarantees from monoline insurers. Banks and securities firms 


underwrote the long-term bonds and marketed them as safe short-term 
investments. Underwriters told investors that they would buy any bonds that 
investors offered but could not sell during scheduled weekly auctions. On 
February 14 (the date of Bernanke’s and Paulson’s testimony), four-fifths of 
the weekly auctions failed, and two-thirds of the auctions failed the 
following week. Investor demand for auction-rate securities evaporated due 
to the failed auctions and growing doubts about the solvency of monoline 
insurers. Contrary to their earlier assurances, underwriters refused to buy 
bonds that investors could not sell during auctions. The market for auction- 
rate securities collapsed, and investors holding frozen bonds filed hundreds 
of claims against underwriters. ‘°° 

The unresolved crisis in the auction-rate securities market triggered 
further declines in the value of AAA-rated tranches of CDOs and other 
securities guaranteed by monoline insurers. By March 2008, many investors 
had lost confidence in the safety of shadow bank instruments like 
commercial paper and repos. Securities firms and universal banks that 
relied on funding from shadow bank instruments became vulnerable to 
liquidity crises like those that had crippled Countrywide and Northern 
Rock.!°7 

Paul McCulley, a managing director at Pimco (a leading bond fund 
manager), coined the term “shadow banking” during a discussion at the 
Kansas City Fed’s Jackson Hole conference in August 2007.'®° In a blog 
post the following month, McCulley warned that disruptions occurring in 
the financial markets were early signs of “a run on what I’ve dubbed the 
‘shadow banking system.’” McCulley explained that “unlike regulated real 
banks, who fund themselves with insured deposits, backstopped by access 
to the Fed’s discount window, unregulated shadow banks fund themselves 
with un-insured commercial paper. ... Thus, the shadow banking system is 
particularly vulnerable to runs.”!®9 

The run on shadow bank liabilities caused enormous problems for the 
Big Five securities firms and universal banks in 2008. In a November 2008 
blog post, McCulley pointed out that investors ran on shadow bank 
liabilities as soon as they were no longer viewed as safe: 


Shadow Banks use funding instruments that are not just as good as old-fashioned sovereign- 
protected deposits. But it was a great gig so long as the public bought the notion that such 
funding instruments were “just as good” as bank deposits—more leverage, less regulation and 
more asset freedom were a path to (much) higher returns on equity in Shadow Banks than 
conventional banks. 


As McCulley also observed, the belief that shadow bank liabilities were 
“Just as good” as bank deposits was “aided and abetted by both the 
sovereign and the sovereign-blessed rating agencies.” /9° 

McCulley stated an essential truth. Shadow bank deposit substitutes— 
including commercial paper, repos, and money market mutual funds— 
existed in 2007 because Congress and federal regulators ignored Section 21 
of the Glass-Steagall Act. Beginning in the 1970s, as explained in Chapter 
7, federal regulators allowed securities firms and asset managers to issue 
short-term liabilities that functioned as substitutes for bank deposits. 
Congress and federal regulators encouraged the growth of deposit 
substitutes by giving them an illusion of safety—including a fixed 
redemption value of $1 per share for money funds, bankruptcy safe harbors 
for derivatives and repos, and repeated interventions by the Fed to stabilize 
the commercial paper and repo markets.!?! 

Wall Street and Washington promoted the growth of shadow deposits 
because they seemed to offer the benefits of bank-like intermediation and 
maturity transformation (borrowing short to lend long) without the costs of 
prudential supervision, deposit insurance, and capital requirements. In 
2008, as described in Chapter 11, shadow bank instruments turned on their 
creators with devastating runs that threatened a new Great Depression. 


11 
Bailouts Without End 


Governments Provided Massive Bailouts to Rescue Universal 
Banks and Shadow Banks During the Financial Crisis 


Beginning in March 2008, the financial crisis forced governments on both 
sides of the Atlantic to confront the same questions their predecessors had 
faced during the early 1930s. Should governments rescue systemically 
important financial institutions that were on the brink of failure? What 
expenditures would such bailouts require? What consequences would 
follow if governments did not bail out those institutions? Would bailouts— 
even if successful—lead to strong economic recoveries? In addition, would 
successful bailouts distort market incentives and intensify moral hazard 
among investors and creditors in the financial markets? 

During the first week of March, three investment funds and a nonbank 
mortgage company (Thornburg Mortgage) collapsed after they could not 
meet margin calls (demands for increased collateral) from repo lenders and 
other short-term creditors. Lehman Brothers CEO Dick Fuld and Goldman 
Sachs CEO Lloyd Blankfein urged the Fed to create a new liquidity facility 
to help the Big Five securities firms withstand similar threats.' On March 
10, Fed Chairman Ben Bernanke held a conference call with the Federal 
Open Market Committee (FOMC) to consider two proposals. The first 
would expand the currency swap lines granted by the Fed to European 
central banks in December 2007. The second would authorize the Fed to 
provide emergency loans to the Big Five securities firms through a new 
program called the Term Securities Lending Facility (TSLF).? 

New York Fed Executive Vice President William Dudley told the FOMC 
that the failures of the three investment funds and Thornburg Mortgage 
increased the risk of further margin calls by repo lenders. Widespread 
margin calls could trigger “fire sales” of mortgage-related securities by 


securities broker-dealers and produce a full-blown liquidity crisis. Dudley 
reported that “there were rumors today that Bear Stearns was having 
funding difficulties,’ and Bear’s stock price dropped by over 10%. Dudley 
explained that the proposed TSLF would provide liquidity assistance to all 
“primary dealers”—including the five largest securities firms—with whom 
the New York Fed traded Treasury securities. The TSLF would lend 
Treasury securities to primary dealers for up to twenty-eight days in 
exchange for qualifying collateral, including agency residential mortgage- 
backed securities (RMBS) issued by Fannie Mae and Freddie Mac as well 
as AAA-rated private-label RMBS. Thus, the TSLF would allow primary 
dealers to transfer illiquid, mortgage-related securities to the Fed (at a 
discount) in exchange for highly liquid Treasury securities, which dealers 
could then offer as collateral for repo loans.* 

The Big Five securities firms were not banks. Accordingly, the Fed could 
not provide credit to them unless it invoked its emergency powers under 
Section 13(3) of the Federal Reserve Act, as amended in 1991. Section 
13(3) authorized the Fed, in “unusual and exigent circumstances,” to 
provide loans to nonbanks if the loans were “secured to the satisfaction” of 
the Fed.* By establishing the TSLF, the Fed provided liquidity assistance 
for the first time in its history to financial institutions that were not banks.° 

The FOMC’s members recognized the TSLF’s significance and 
implications. Kansas City Fed President Tom Hoenig said that the TSLF 
“opened the safety net to a broader group” of financial institutions and was 
likely to encourage “moral hazard” among securities firms and other 
nonbank financial institutions. In Hoenig’s view, the TSLF would “create a 
floor” under private-label RMBS, and the same “logic [could] apply more 
broadly should [other] markets deteriorate.”° 

Philadelphia Fed President Charles Plosser echoed Hoenig’s concerns, 
and he asked, “Are we going down a path here in which we are going to 
implicitly provide support for a whole range of potential asset classes?”’ 
Hoenig and Plosser did not want the Fed to act as a dealer (market maker) 
of last resort for broad segments of the financial markets. Richmond Fed 
President Jeffrey Lacker also opposed such a role for the Fed, and he 
therefore did not support the TSLEF.® 

Hoenig pointed out that the Fed’s willingness to help securities firms 
showed that the capital markets had become “very integrated” with the 


largest banks. Fed Vice Chairman Donald Kohn agreed that “the 
dysfunction in the securities markets and the banking sector were 
intertwined, and there was just a very vicious spiral going on in many 
financial markets.” At a recent meeting of the Basel Committee on Banking 
Supervision, European bank regulators told Kohn that their central banks 
were already providing liquidity support for investment banking activities 
because most of the largest financial institutions in Europe were universal 
banks.° 

Dallas Fed President Richard Fisher asked whether the Fed would 
exercise any supervisory authority over securities firms that received 
assistance under the TSLF. Fisher pointed out that neither the Fed nor the 
SEC applied “safety-and-soundness disciplines” to securities broker- 
dealers.!° New York Fed President Tim Geithner replied that the Fed would 
have to rely on the SEC’s oversight because the existing “regulatory 
framework” did not authorize the Fed to “constrain the risk-taking 
behavior” of securities firms. 

On March 11, the Fed announced that the TSLF would begin lending 
Treasury securities to primary dealers on March 27. That announcement 
came too late to save Bear Stearns. On March 12, Bear Stearns’ lawyer, 
Rodgin Cohen, informed Geithner that Bear Stearns was in deep trouble. 
Hedge funds were pulling their funds out of the firm, and repo lenders were 
refusing to roll over their loans.'* 

Bear’s liquidity reserves plunged from $18 billion on Monday, March 10 
to $2 billion at the close of business on Thursday, March 13. To prevent 
Bear’s failure, the Fed invoked its Section 13(3) powers that evening and 
made an emergency loan of $12.9 billion to JPMorgan Chase, the clearing 
bank for Bear’s triparty repos. JPMC transferred the Fed’s loan to Bear to 
keep it operating on Friday, March 14.'° 

During the weekend of March 15-16, the Fed approved a rescue plan, 
which supported JPMC’s acquisition of Bear at a deeply discounted price. 
The Fed organized an off-balance-sheet entity called Maiden Lane, and the 
Fed loaned $29 billion to that entity under Section 13(3). JPBMC made a $1 
billion loan to Maiden Lane and accepted a “first loss” position on that 
loan. Maiden Lane used the Fed’s and JPMC’s loans to acquire $30 billion 
of Bear’s most toxic assets, including nonprime mortgage-related assets. 
The Fed was exposed to losses if Maiden Lane failed to recover at least $29 


billion from Bear’s toxic assets. In 2012, Maiden Lane paid off the Fed’s 
loan, after financial markets recovered from the crisis. However, it was very 
doubtful at the time of Bear’s rescue whether Maiden Lane would be able to 
repay the Fed’s loan in full.!4 

Bear Stearns’ sudden collapse astonished the Fed and other federal 
regulators.!° Rodgin Cohen’s call on March 12 came as a surprise to 
Geithner, since the SEC’s staff had told the Fed earlier that day that “Bear 
had plenty of liquidity.” On March 13, Geithner sent a team of New York 
Fed examiners and JPMC bankers to review Bear’s financial condition. 
According to Geithner, “Bear’s books were full of ugly surprises.” !© 

The Financial Crisis Inquiry Commission concluded that senior SEC 
officials “were as stunned as everyone else by the speed of Bear’s 
collapse.”!’ Treasury Assistant Secretary Phillip Swagel stated that 
“regulators thought that Bear was solvent, and yet the firm faced collapse 
within days.” Swagel recalled that one of the “lessons” of the Bear Stearns 
crisis was that “we had better get to work on contingency plans in case 
things got worse.”!® 

Thus, there were good reasons for Richard Fisher’s concern that neither 
the Fed nor the SEC understood the financial risks faced by the largest 
securities firms. As Kate Judge pointed out: 


The near-failure of Bear revealed that the Fed lacked access to timely information about the 
health of at least some systemically important financial institutions. It further revealed massive 
deficiencies in the oversight regime then in place and cast doubt on the SEC’s capacity to 


understand and respond to risk-taking at the major investment banks. ‘9 


On March 16, the Fed approved the Bear Stearns rescue plan and 
established another new liquidity facility—the Primary Dealer Credit 
Facility (PDCF)—to “shore up confidence in the remaining investment 
banks.”*? The PDCF offered loans to primary dealers, including the four 
remaining members of the Big Five (Goldman Sachs, Lehman Brothers, 
Merrill Lynch, and Morgan Stanley) on terms that were much more 
generous than the TSLF. The PDCF allowed primary dealers to borrow 
money (instead of Treasury securities) from the Fed on the same terms, and 
with the same broader range of collateral, that applied to the Fed’s loans to 
banks through the discount window. The PDCF established the Fed as the 
lender of last resort for big securities firms. The PDCF provided “a 


backstop funding source” for repayment of repo loans, thereby encouraging 
repo lenders not to run on the four remaining major securities firms. The 
PDCF also encouraged the two clearing banks for triparty repos—JPMC 
and BNY Mellon—to continue clearing repos for securities firms.7! 

In testimony before Congress and their memoirs, Bernanke, Geithner, 
and Paulson argued that the Fed’s rescue of Bear Stearns was necessary to 
maintain financial stability. They believed that Bear was “too 
interconnected to fail,” due to its extensive transactions and market linkages 
with the world’s largest financial institutions. Bear had 750,000 derivatives 
contracts and other trading positions with 5,000 counterparties around the 
world. Bear had $100 billion of outstanding repo loans, and a third of those 
loans were collateralized by mortgage-related securities. A default by Bear 
on its repo loans would have disrupted the triparty repo market and could 
have forced many repo lenders (including money market mutual funds) to 
dump their collateral on the market at fire-sale prices. Bernanke said his 
“sreatest fear” was that “the repo market might break down entirely, with 
disastrous consequences for financial markets and, as credit froze and asset 
prices plunged, for the entire economy.” He also “worried about the broader 
effects on confidence if [money market mutual] funds, supposedly very 
safe, began to take losses.” 

The Fed’s rescue of Bear Stearns and its creation of the TSLF and PDCF 
were highly controversial. As Geithner explained, “The entire Bear episode 
was a turning point for the Fed, erasing our long-standing lines between 
commercial banks we considered ‘inside the safety net’ and the many firms 
operating outside that net.” David Wessel commented that “after Bear 
Stearns, the line between Fed-protected, deposit-taking Main Street banks 
and less tightly regulated, more leveraged Wall Street investment banks was 
obliterated.”*? Critics accused the Fed of creating a new form of “moral 
hazard” by rescuing Bear’s creditors and acting as lender of last resort for 
the other four major securities firms.** 

In their memoirs, Bernanke and Paulson drew an instructive contrast 
between the Fed’s rescue of Bear Stearns—the fifth-largest U.S. securities 
firm in 2008—and the Fed’s decision to let Drexel Burnham Lambert fail in 
1990, when Drexel was the fifth-largest U.S. securities firm. Bernanke 
stated that “Drexel was far less interconnected than Bear to major firms 
through derivatives and other financial relationships.” Paulson agreed that 


large financial institutions were not “as entwined” in 1990, and Drexel’s 
counterparties could be “more easily identified.”*° 

Bernanke and Paulson did not comment, however, on the major 
regulatory changes that occurred after Drexel failed in 1990. Those changes 
encouraged Bear Stearns’ rapid growth and the development of complex 
linkages between Bear and the largest banks. The most important changes 
included (1) decisions by federal regulators not to enforce Section 21 of the 
Glass-Steagall Act, which enabled nonbank financial institutions to fund 
their operations with deposit substitutes like repos and_ short-term 
commercial paper, and (2) decisions by federal regulators and Congress to 
tear down Glass-Steagall’s barriers that had separated the banking system 
from the capital markets in 1990. By eliminating those barriers, federal 
regulators and Congress destroyed the anti-contagion firewalls that allowed 
Drexel to fail without undermining the banking system.*° 


The Fed’s rescue of Bear Stearns and its creation of the TSLF and PDCF in 
the spring of 2008 postponed the onset of a full-fledged financial crisis, in 
the same way that the Reconstruction Finance Corporation’s emergency 
loan to Central Republic Bank in June 1932 delayed the outbreak of a 
nationwide banking crisis during the Great Depression.*’ Financial markets 
maintained an uneasy calm for about four months after the Bear Stearns 
rescue. As shown in Figure 10.2 in Chapter 10, the TED spread declined 
after Bear’s rescue, indicating a lower degree of perceived risk for interbank 
loans. Similarly, issuers of credit default swaps charged lower premiums for 
providing protection against defaults by major financial institutions. During 
the spring of 2008, the ten biggest U.S. banks raised $100 billion of new 
capital, and the four largest securities firms raised $40 billion of new 
capital.*° 

Those positive signs were soon overwhelmed by negative developments. 
Financial institutions continued to report escalating losses from residential 
and commercial mortgages, leveraged loans, and related securities. Losses 
to holders of collateralized debt obligations and other mortgage-related 
securities reached $400 billion by April 2008. The U.S. economy 
experienced deepening problems, including drops in auto sales, plummeting 
home prices, falling home sales, widespread foreclosures, declining 


payrolls, and a rise in the national unemployment rate from 4.8% to 5.5% 
between February and May.*? The FOMC cut the Fed’s target for short-term 
interest rates from 3% to 2% at its meetings in March and April.°° 

At its meeting on June 24-25, 2008, the FOMC reviewed the 
performance of the TSLF and PDCF as well as the Fed’s new monitoring 
program for Goldman, Lehman, Merrill, and Morgan Stanley.*! William 
Dudley stated that all four firms had reduced their leverage. However, they 
were still experiencing significant financial strains from asset write-downs 
and falling stock prices. Lehman reported a $2.8 billion second-quarter loss 
on June 9 and was “under the most stress.” Bernanke told his colleagues 
that the Fed had “considerable concerns about Lehman Brothers.”°4 

Art Angulo, the New York Fed’s head of banking supervision, explained 
that the Fed had posted small teams of examiners at the four major 
securities firms. The Fed was not “conducting examinations,” and its 
monitoring was “narrowly focused on capital, as well as liquidity.” The 
Fed’s examiners accepted valuation “inputs” provided by the four firms “at 
face value” and did not attempt to “validate” that information. Angulo 
warned that the Fed was exposed to “reputational risk” if it continued to 
make judgments about the financial condition of the four securities firms 
without gathering information based on its “traditional bank supervision 
model.” Lehman and Merrill relied heavily on loans from the TSLF, while 
Barclays, Citigroup, Deutsche Bank, and UBS received large amounts of 
funding from the TSLF, the PDCF, or both.*? 

Richmond Fed President Jeffrey Lacker argued that the Fed should 
impose stricter limits on its loans to nonbank financial institutions. He 
warned that “extending our lending reach to whatever institution that makes 
itself systemically important just leads us down a path of ever more 
financial regulation of an ever larger portion of the financial system.” He 
cautioned that the Fed’s assistance to nonbanks “entangles us in politics. It 
risks compromising the independence of our monetary policy.” Kansas City 
Fed President Tom Hoenig strongly endorsed Lacker’s views.** 

Chicago Fed President Gary Stern agreed that it was essential “to limit 
[the Fed’s] involvement in supporting institutions and markets going 
forward.” Stern suggested—with concurrence from Philadelphia Fed 
President Charles Plosser—that “we may have to be prepared to let one 


large institution fail” in order to provide “credibility” for the position that 
there were outer “boundaries” to the Fed’s role as lender of last resort.°° 

Bernanke, Geithner, Kohn, and Fed Governor Frederic Mishkin 
advocated a more flexible and discretionary approach. In their view, it was 
not feasible for the Fed to identify “bright line” limits on its lender-of-last- 
resort authority, and the Fed should be prepared to provide liquidity 
assistance to nonbank financial institutions whose failures might cause 
“systemic risk.”°° Kohn argued that “the financial markets evolved in such 
a way that simply having a liquidity backstop for commercial banks was not 
sufficient to protect the economy from systemic risk.” Fed Governor 
Randall Kroszner pointed out that the policy regimes of the U.S., U.K., and 
EU encouraged “disintermediation” from banks by promoting “greater 
reliance on the markets.” However, those developments created “exactly the 
kinds of problems and challenges that we are facing now.”°” 

Boston Fed President Eric Rosengren recommended that the Fed should 
ask Congress for direct supervisory authority over all financial holding 
companies with potential systemic importance. The Fed was severely 
hampered by its lack of supervisory powers over large thrift holding 
companies, like Washington Mutual (WaMu), and the biggest securities 
firms. Rosengren also cited the risks posed by big foreign banks with 
extensive U.S. operations. By mid-2008, UBS had reported $37 billion of 
losses (primarily from its huge CDO portfolio), and its chairman, Marcel 
Ospel, resigned.*® 

San Francisco Fed President Janet Yellen agreed with Rosengren’s 
Supervisory concerns. She also expressed serious reservations about the 
Fed’s existing supervisory policies for large bank holding companies. The 
Fed did not anticipate Countrywide’s near-failure in August 2007, even 
though the Fed supervised Countrywide’s holding company until March of 
that year (when Countrywide converted to a thrift holding company). Yellen 
explained that the “Fed-lite approach” instituted by Chairman Alan 
Greenspan during the 1990s was “very focused on process,” and involved 
relatively little “transaction testing.” Yellen called for more rigorous 
oversight of large financial holding companies, including “comprehensive 
umbrella supervision.”?? 

The FOMC’s meeting in June 2008 revealed that several FOMC 
members were deeply troubled by the bailout of Bear Stearns as well as the 


liquidity support provided to securities firms by the TSLF and PDCF. Some 
members shared Art Angulo’s concern that the Fed was not adequately 
supervising the four major securities firms after providing extensive loans 
to them through the TSLF and PDCF. Rosengren and Yellen also had 
serious reservations about the poor performance of “Fed-lite” policies for 
supervising large bank holding companies. 

On July 10, 2008, Bernanke and Paulson testified before the House 
Financial Services Committee. They recommended legislation that would 
empower federal regulators to place large financial holding companies in 
resolution proceedings similar to FDIC receiverships for banks. Their 
testimony did not produce a positive response from committee members. 
Bernanke and Paulson concluded that in an election year Congress was very 
unlikely to pass legislation that would give significant new powers to 
federal bank regulators.*° 

The Fed and the SEC conducted stress tests in May and June to evaluate 
the ability of the four major securities firms to withstand runs by repo 
lenders and other short-term creditors. The stress tests showed that none of 
the four firms could survive creditor runs similar to the one that took down 
Bear Stearns. Goldman and Morgan Stanley survived a less stringent 
scenario, known as “Bear Stearns Light,” but Lehman and Merrill failed 
that test as well. The stress tests confirmed that Lehman was the weakest 
firm, while Merrill was also highly vulnerable to a systemic run by 
wholesale creditors. Top executives at both firms appeared to be “in denial” 
about the weaknesses in their capital and liquidity positions.*! 

Geithner and Paulson urged all four securities firms—especially Lehman 
and Merrill—to raise more capital and build stronger liquidity reserves. 
They told Lehman CEO Richard Fuld that Lehman would have to find a 
buyer if it couldn’t raise enough new capital.** However, the Fed did not 
force either the big securities firms or the largest banks to increase their 
capital levels significantly. Instead, the Fed and other federal regulators 
stood by while big banks and securities firms paid out more than $100 
billion to their shareholders in dividends and stock buybacks between July 
2007 and August 2008.*" 

On September 9, 2008, Patrick Parkinson, a senior Fed official, told 
Bernanke that “Geithner and [SEC chairman] Cox planned to tell Fuld that, 
if he didn’t raise capital [by September 18], he would have to consider 
bankruptcy. Their goal was to shock Fuld into action.” Parkinson’s 


statement indicates that the Fed and the SEC did not explicitly threaten Fuld 
with the possibility of bankruptcy until shortly before the final weekend of 
Lehman’s existence (September 13—14).“4 

The Fed also did not increase the intensity of its monitoring of the four 
big securities firms, despite concerns expressed at the FOMC’s meeting in 
late June and the alarming results of the Fed’s joint stress tests with the 
SEC. The Fed therefore did not have crucial information about the financial 
vulnerabilities and risk exposures of the four firms prior to Lehman’s 
collapse in September. The Fed also did not adequately evaluate the 
potential risks that Lehman’s failure could pose to “critical markets” and 
financial stability.*° 

On August 8, Parkinson warned colleagues at the Fed and Treasury that 
“regulators did not know nearly enough about over-the-counter derivatives 
activities at Lehman and other investment banks.” Parkinson recommended 
that the Fed should gather detailed information on derivatives exposures at 
the four securities firms and other major OTC derivatives dealers. He also 
proposed that regulators and leading derivatives dealers should develop 
contingency plans for handling the collapse of a large dealer or 
counterparty. The Fed did not implement Parkinson’s proposals before 
Lehman failed. Fed and Treasury officials were concerned that even asking 
major derivatives dealers about their exposures could send “a huge negative 
signal” and “spook the market.”*° 

The Fed also did not discover, until after Lehman failed, that Lehman 
used “Repo 105” transactions to move assets off its balance sheet, reduce its 
reported net leverage, and make its capital position look stronger in two 
quarterly reports published in June and September 2008. In each “Repo 
105” transaction, Lehman sold about $50 billion of assets just before the 
end of the quarter and then repurchased the same assets a few days 
thereafter. In addition, Lehman materially overstated the amount of its 
liquid, unencumbered assets in the same two quarterly reports.*” 

Thus, the Fed adopted a surprisingly lenient policy toward the four 
remaining major securities firms after Bear Stearns failed, despite the Fed’s 
awareness of serious challenges and information gaps at those firms. As a 
result, the Fed did not know the true financial condition of those firms, and 
the Fed was not prepared to deal with the crisis surrounding Lehman 
Brothers in September 2008.*° 


One possible reason for the Fed’s and Treasury’s failure to intensify their 
monitoring of securities firms was that both agencies were distracted by 
other serious financial problems during the summer of 2008. On July 11, 
IndyMac, a $32 billion thrift with heavy exposures to option adjustable-rate 
mortgages, collapsed and was placed in an FDIC receivership. IndyMac 
was the largest FDIC-insured depository institution to fail since Bank of 
New England in 1991. IndyMac’s insured depositors received full 
protection, but the FDIC paid out only 50% of IndyMac’s $1 billion of 
uninsured deposits. The losses suffered by IndyMac’s uninsured depositors 
caused uninsured depositors at other weakened banks and thrifts to 
withdraw their funds. Depositors withdrew large amounts from WaMu and 
Wachovia, as both institutions had large exposures to option ARMs and 


reported significant second-quarter losses.*? 

The next crisis occurred at Fannie Mae and Freddie Mac, the giant 
government-sponsored enterprises that bought and guaranteed residential 
mortgages. Fannie and Freddie were the two largest and most important 
sources of funding for new mortgages after the private-label RMBS market 
shut down in mid-2007. In August 2007, Fannie Mae’s CEO, Daniel Mudd, 
asked Fannie Mae’s regulator—the Office of Federal Housing Enterprise 
Oversight (OFHEO) for relief from a regulatory cap that limited the 
aggregate size of Fannie Mae’s mortgage portfolio and guarantees. Mudd 
wanted Fannie Mae to buy or guarantee a larger volume of mortgages and 
thereby increase its profits.°° 

OFHEO was reluctant to allow Fannie and Freddie to expand, 
particularly when mortgage defaults were rising and housing prices were 
falling. However, Treasury Secretary Paulson viewed Fannie and Freddie as 
“the only game in town” after the collapse of the private-label RMBS 
market. Paulson wanted Fannie and Freddie to increase their purchases and 
guarantees of mortgages to support the housing market and provide more 
opportunities for homeowners to refinance their mortgages. In September 
2007, OFHEO relaxed its regulatory caps and allowed Fannie and Freddie 
to expand their mortgage portfolios. During the fourth quarter of 2007, 
Fannie and Freddie purchased 76% of all newly originated home 
mortgages, up from 46% in 2006. However, Fannie and Freddie also 
reported combined losses of nearly $9 billion during the second half of 


2007. The stated capital of both companies fell below 2% of their total 
assets and guarantees at the end of 2007.°! 

In early 2008, Congress and Treasury continued to encourage Fannie and 
Freddie to fill the void left by the demise of the private-label RMBS 
market, despite the severely undercapitalized condition of both GSEs. In 
January, Congress raised the maximum conforming limit for Fannie and 
Freddie mortgages from $417,000 to $730,000. In March, Fannie and 
Freddie raised $14 billion of new capital, at Treasury’s request. At 
Treasury’s urging, OFHEO removed the remaining regulatory caps on 
Fannie and Freddie and reduced their required capital surcharges in 
exchange for their pledges to raise more capital. Fannie sold $7.4 billion of 
additional preferred stock, but Freddie failed to increase its capital. Fannie 
and Freddie expanded their mortgage credit exposures by more than $600 
billion between June 2007 and June 2008, and their combined mortgage 
assets and guarantee exposures rose to $5.5 trillion by mid-2008. Fannie’s 
and Freddie’s managements made fatal errors by expanding aggressively in 
the midst of a serious housing crisis and distressed financial markets. 
However, they did so with the strong encouragement and support of both 
Congress and Treasury.°7 

Fannie and Freddie reported combined losses of $14 billion during the 
first half of 2008, and their stated capital levels declined to 1% of their total 
credit risk exposures. The stock prices of both companies plummeted in 
early July, following news reports that they would soon need government 
bailouts. On July 13, Paulson announced a plan to strengthen Fannie and 
Freddie by (1) increasing their lines of credit with Treasury, (2) giving 
Treasury unlimited authority to invest in their stock, and (3) establishing a 
new regulator—the Federal Housing Finance Agency (FHFA)—with 
stronger oversight powers, including the authority to place Fannie and 
Freddie in conservatorships or receiverships. Paulson emphasized the 
urgency of his plan by telling Congress that Fannie and Freddie were “the 
only functioning secondary mortgage market” in the U.S. Congress 
approved Paulson’s plan in late July, thereby giving him a “bazooka” that 
he said he did not intend to use. The Fed provided additional support for 
Fannie and Freddie by giving them access to discount window loans.” 

After reviewing Fannie’s and Freddie’s financial condition, the Fed and 
the Office of the Comptroller of the Currency determined in early August 
that both companies were probably insolvent. Fannie and Freddie reported 


big quarterly losses on August 6, and their stock prices fell to eighteen-year 
lows. Foreign governments and other large investors in Fannie’s and 
Freddie’s debt securities and agency RMBS asked the Fed and Treasury for 
assurances that the GSEs would not default on their debt obligations. On 
August 26, Paulson obtained President Bush’s approval to place Fannie and 
Freddie in conservatorships and provide bailouts to prevent their failures.°* 

On September 7, Treasury and FHFA announced conservatorships for 
Fannie and Freddie. Treasury agreed to recapitalize each GSE by 
purchasing up to $100 billion of its preferred stock (a limit that was later 
raised to $200 billion for each company). Treasury bought almost $190 
billion of Fannie’s and Freddie’s preferred stock to cover their losses 
between 2008 and 2011. Treasury received warrants to purchase up to 
79.9% of the common stock of both companies, and the existing holders of 
preferred and common stock were largely wiped out. The terms of the 
conservatorships stipulated that Fannie and Freddie “would no longer be 
allowed to lobby the government.”°? 

Paulson hoped that the bailouts of Fannie and Freddie would “put a floor 
under the housing market decline, and provide confidence to the market.” 
Bernanke agreed that the bailouts were “an essential, positive first step 
toward stabilizing the housing market.” The federal government protected 
Fannie’s and Freddie’s creditors because of concerns that any default on 
their debts would cripple many U.S. banks (which held $1 trillion of 
Fannie’s and Freddie’s debt securities and agency RMBS) and destroy the 
U.S. mortgage financing system. In addition, a default on Fannie’s and 
Freddie’s debt obligations could have triggered panicked sales by investors 
(particularly foreign investors) who held U.S. government securities. On 
November 25, 2008, the Fed provided further support for Fannie and 
Freddie by announcing that it would buy up to $100 billion of their debt 
securities and $500 billion of their RMBS.°° 

Paulson believed that the federal government’s rescues of Fannie and 
Freddie would buy time for officials to deal with other pressing problems, 
including Lehman Brothers. However, Paulson’s decision to fire his 
“bazooka” seriously undermined confidence in the U.S. financial system. 
The emergency bailouts of Fannie and Freddie caused many investors to 
conclude that market values of mortgage-related assets would continue to 
fall and financial institutions with large exposures to those assets were in 
grave danger.?’ 


Gretchen Morgenson, Joshua Rosner, and Peter Wallison have argued 
that Fannie and Freddie bear primary responsibility for the toxic mortgage 
boom that caused the financial crisis. In their view, Fannie and Freddie 
abandoned sound lending practices during the 1990s, due to their cozy 
relationships with Democratic political leaders as well as the affordable 
housing goals established for Fannie and Freddie by the Clinton 
administration. Morgenson, Rosner, and Wallison contend that Fannie’s and 
Freddie’s high-risk lending policies encouraged private sector lenders to 
follow suit and thereby corrupted the entire residential mortgage market.°® 

However, the evidence strongly indicates that Fannie and Freddie were 
followers—not leaders—of the surge into reckless nonprime lending. 
Fannie’s and Freddie’s underwriting guidelines for conforming mortgages 
prevented them from buying or guaranteeing substantial volumes of 
subprime and Alt-A mortgages prior to 2005. Only 7% of the mortgages 
purchased by Fannie and 5% of the mortgages bought by Freddie in 2003 
had down payments smaller than 10%. As Fannie and Freddie expanded 
their involvement in nonprime lending, the percentages of their purchased 
mortgages with low down payments rose to 16% by 2007.°° 

Fannie and Freddie relaxed their underwriting guidelines in mid-2005, 
after their leaders became alarmed by the rapid growth of nonprime 
mortgages funded by Wall Street’s private-label RMBS. Fannie’s and 
Freddie’s combined share of new mortgage business fell from 52% in 2002 
to 44% in 2006. The volume of private-label RMBS issued by Wall Street 
surpassed the output of agency RMBS issued by Fannie and Freddie in both 
2005 and 2006. Countrywide sold 72% of its mortgages to Fannie in 2003, 
when most of Countrywide’s mortgages satisfied Fannie’s guidelines for 
conforming mortgages. As Countrywide aggressively expanded into 
nonprime lending, Countrywide reduced the share of mortgages it sold to 
Fannie to 45% in 2004 and 32% in 2005. Citigroup, another top nonprime 
lender, told Fannie’s board of directors in 2005 that Fannie would be 
“marginalized” unless it started buying and guaranteeing more subprime 
and Alt-A mortgages. 

Fannie and Freddie boosted their exposures to nonprime mortgages 
significantly in 2006. In 2007, after the private-label RMBS market shut 
down, Fannie and Freddie further expanded their nonprime mortgage 
portfolios with Treasury’s strong encouragement. At the end of 2007, the 
two GSEs held $340 billion of subprime loans (23% of the subprime 


mortgage market) and $560 billion of Alt-A loans (58% of the Alt-A 
market). Thus, the GSEs entered the nonprime mortgage market on a large- 
scale basis toward the end of the housing boom, and only after they were 
pressured to do so by intense competition from nonprime lenders and the 
private-label RMBS market. Large banks and securities firms were the 
leading underwriters of private-label RMBS, and they were the driving 
forces behind the nonprime mortgage boom, as shown by the fact that 
nonprime lending expanded in virtual lockstep with the growth of the 
private-label RMBS market.°! 

In addition, Fannie and Freddie relaxed their underwriting standards to a 
much lesser extent compared with nonprime lenders who relied on funding 
from Wall Street underwriters of private-label RMBS. Nonprime mortgages 
purchased by Fannie and Freddie posted a record of performance that was 
much better than nonprime mortgages that were securitized into private- 
label RMBS. Mortgages purchased by Fannie and Freddie with down 
payments of less than 10% had an average default rate of 5.7% during 2008 
and 2009. Comparable mortgages with low down payments that were 
securitized into private-label RMBS had an average default rate almost 
three times higher (15.5%). Alt-A mortgages purchased by Fannie between 
2005 and 2007 defaulted at less than half the rate of Alt-A mortgages that 
were securitized into private-label RMBS. In addition, subprime and Alt-A 
mortgages purchased by the two GSEs had delinquency rates that were well 


below the national averages for delinquencies on such mortgages. 

Fannie and Freddie also purchased AAA-rated tranches of private-label 
nonprime RMBS. Those AAA-rated tranches offered attractive yields for 
purportedly safe securities, and they also helped Fannie and Freddie to meet 
their affordable housing goals. In 2007, Fannie and Freddie owned about 
$300 billion of nonprime RMBS, representing about 15% of the private- 
label RMBS market. Again, Fannie and Freddie were followers—not the 
leaders—when they purchased nonprime RMBS. Large banks and securities 
firms were the underwriters that sold those private-label RMBS to the 
GSEs. Fannie and Freddie subsequently sued eighteen leading underwriters 
of private-label RMBS for negligence and fraud and recovered almost $25 
billion in settlements and judgments. 

In 2013, Moody’s Analytics issued a study of the losses suffered by 
various participants in the U.S. mortgage market between 2006 and 2012. 
According to Moody’s, Fannie and Freddie suffered mortgage-related losses 


of $129 billion during that period, representing 2.7% of their $4.82 trillion 
of mortgage exposures at the end of 2007. The Federal Housing 
Administration incurred mortgage-related losses of $78 billion, representing 
17.3% of its 2007 mortgage exposures of $450 billion. Banks and thrifts 
suffered $217 billion of mortgage-related losses, representing 5.8% of their 
2007 mortgage exposures of $3.73 trillion. Holders of private-label RMBS 
suffered $450 billion of losses, accounting for 20.3% of the $2.2 trillion of 
outstanding private-label RMBS in 2007. Thus, the highest loss rate 
occurred on private-label RMBS, indicating that nonprime mortgages 
securitized into private-label RMBS had the worst performance among all 
categories of mortgages. In contrast, Fannie and Freddie had the lowest rate 
of losses on their mortgage exposures (which included both prime and 
nonprime loans). 

The foregoing evidence strongly indicates that the underwriters of 
private-label RMBS—big banks and securities firms—were primarily 
responsible for the nonprime mortgage debacle.® That conclusion is 
reinforced by the woeful performance of CDOs, which were underwritten 
by most of the same financial conglomerates that were top underwriters of 
private-label RMBS. As described in Chapter 10, CDOs played an essential 
role in keeping the subprime securitization factories running, as they were 
the primary buyers of mezzanine (medium-grade) tranches of private-label 
RMBS. By February 2009, financial institutions and investors reported 
$218 billion of losses from their exposures to CDOs, representing a 34% 
loss rate on the $640 billion of CDOs that were outstanding in 2007. In 
2018, losses from CDOs reached $410 billion, constituting an astonishing 
65% loss rate.°© 


The crisis at Lehman Brothers erupted two days after Treasury Secretary 
Paulson announced the bailouts of Fannie and Freddie. Lehman was not 
able to arrange a sale of the company or a large infusion of new capital 
during July and August. On September 9, 2008, the Korean Development 
Bank—widely viewed as the most likely potential investor—announced 
that it would not invest any funds in Lehman. On September 10, Lehman 
released preliminary third-quarter financial results showing $5.6 billion of 


asset write-downs and $3.9 billion of net losses. With no new investor in 
sight, the financial markets lost confidence in Lehman’s ability to survive. 

Lehman’s stock price dropped from $14.15 per share on the morning of 
Tuesday, September 9 to $3.65 per share on the afternoon of Friday, 
September 12. Money market mutual funds canceled over $20 billion of 
repo loans to Lehman. JPMC threatened to stop clearing Lehman’s triparty 
repos and forced Lehman to post $8.6 billion of additional collateral. 
JPMC’s collateral demands and withdrawals of funds by creditors caused 
Lehman’s liquidity reserves to drop below $2 billion at the close of business 
on Friday, September 12. JPMC told Lehman that it would not clear 
Lehman’s repos on Monday, September 15 unless Lehman obtained 
significant new funding from investors or lenders. Accordingly, Lehman 
could not reopen for business on September 15 without a rescue.°” 

During the days leading up to “Lehman weekend,” Treasury and Fed 
officials were under intense pressure to reject any bailout for Lehman. 
Presidential candidates John McCain and Barack Obama issued statements 
criticizing bailouts. More than a dozen members of Congress—including 
Senator Christopher Dodd (D-CT)—told Paulson not to bail out Lehman. 
During a conference call with Bernanke and Geithner on September 10, 
Paulson said, “I’m being called Mr. Bailout,” and “I can’t do it acai 

On Thursday, September 11, officials from the Fed, Treasury, and SEC 
held a conference call to prepare for weekend meetings that would 
determine Lehman’s fate. Paulson told the group “there would be no public 
assistance for a Lehman bailout” and the private sector would have to 
finance any rescue. The media described Paulson’s no-bailout position in 
reports published the following morning.°° 

On Friday evening, September 12, Paulson and Geithner met with 
executives of major banks at the New York Fed. Paulson told the bankers, 
“We did the [rescue of Bear Stearns]. You’re doing this one.” Geithner 
confirmed Paulson’s position, stating: “There is no political will for a 
federal bailout.””° During the weekend, groups of bankers considered 
whether (1) it would be feasible to spin off Lehman’s most toxic assets and 
finance them with loans from a consortium of banks, assuming a buyer 
could be found for the rest of Lehman’s assets, and (2) whether it would be 
possible to finance an orderly wind-down if an acquisition of Lehman could 
not be arranged.”! 


Paulson tried to persuade either Bank of America or Barclays to acquire 
Lehman. BofA was not interested in buying Lehman. Instead, BofA entered 
into whirlwind negotiations with Merrill Lynch (the next most vulnerable 
securities firm), and BofA agreed to acquire Merrill before the weekend 
ended. 

Barclays had a strong interest in acquiring Lehman but did not want $52 
billion of Lehman’s undesirable assets. Those assets had an estimated value 
of $27—-$30 billion. During the evening of September 13, the assembled 
bankers agreed in principle to provide $37 billion of loans to support the 
transfer of Lehman’s undesirable assets to a separate asset Management 
company. Paulson and Geithner thought they had a feasible plan to save 
Lehman.’ 

On Sunday, September 14, Barclays’ regulator, the U.K. Financial 
Services Authority, blocked the transaction. The Fed and Treasury insisted 
that Barclays must guarantee Lehman’s liabilities until Barclays completed 
the acquisition, in the same way that JPMC guaranteed Bear’s liabilities. 
However, U.K. law required Barclays to obtain approval from its 
shareholders before providing such a large guarantee, and the FSA refused 
to waive that requirement. In addition, U.K. authorities had deep misgivings 
about the transaction. Alistair Darling, the U.K.’s Chancellor of the 
Exchequer, told Paulson that “he didn’t want to import our cancer.””? 

The assembled bankers informed Paulson and Geithner that they did not 
have sufficient resources to finance an orderly wind-down of Lehman. After 
the Barclays deal vanished, Paulson, Bernanke, and Geithner decided to 
send Lehman into bankruptcy while trying to mitigate the consequences. On 
September 14, Paulson’s chief of staff, Jim Wilkinson, sent the following 
message to a senior JPMC executive: “No way [government] money is 
coming in. ... [JJust did a call with the [White House] and [U.S. 
Government] is united behind no money. No way in hell Paulson could 
blink now.”’4 Wilkinson’s message indicated the intense pressure on 
Paulson to refuse any federal bailout for Lehman. 

The Fed held an emergency meeting at noon on Sunday and approved 
measures designed to reduce the impact of Lehman’s failure. The Fed 
expanded the scope of the PDCF by authorizing it to extend credit to 
primary dealers based on all collateral accepted by the clearing banks for 
triparty repos (JPMC and BNY Mellon), including speculative-grade 
securities, corporate stocks, commercial and residential mortgages, and 


corporate loans. By expanding the PDCF, the Fed effectively became the 
dealer of last resort for all triparty repos. The Fed also enlarged the scope of 
the TSLF by authorizing the TSLF to exchange Treasury securities for all 
types of investment-grade securities (debt securities rated BBB or above), 
instead of only AAA-rated bonds. The Fed and Treasury hoped that 
expanding the scope of the PDCF and TSLF would reduce the risk of 
creditor runs against the two remaining major securities firms—Goldman 
Sachs and Morgan Stanley—as well as the broker-dealer affiliates of large 
universal banks.”° 

Lehman asked for broader access to Fed credit based on the PDCF’s 
liberalized collateral terms. The Fed and Treasury allowed the expanded 
PDCF to provide credit to Lehman’s U.S. broker-dealer subsidiary so that it 
could continue to operate. However, the Fed and Treasury did not permit 
Lehman’s U.S. broker-dealer subsidiary to pledge collateral that was not in 
its possession at the close of business on Friday, September 12. That 
restriction prevented Lehman’s U.S. broker-dealer subsidiary from using 
PDCF credit to fund the operations of its parent company and other 
affiliates, since it could not pledge their collateral. The Fed also refused to 
provide any credit to Lehman’s U.K. broker-dealer subsidiary, thereby 
ensuring its failure on Monday, September 15.’° 

The Treasury and New York Fed applied heavy pressure to convince 
Lehman’s board of directors to file for bankruptcy before markets opened 
on Monday. Treasury and Fed officials warned Lehman that the directors of 
its U.K. broker-dealer subsidiary would face personal liability if that 
subsidiary opened for business on Monday with knowledge of its near-term 
insolvency. Lehman’s directors reluctantly authorized the company to file 
for bankruptcy—the largest in U.S. history—late on Sunday evening. When 
Lehman filed for bankruptcy, it had over $600 billion of assets, more than 
200 subsidiaries in 21 countries, $200 billion of outstanding repos, and 
900,000 derivatives contracts. Lehman’s overseas operations soon became 
embroiled in 80 insolvency proceedings in 18 countries.’ 

Why did the Fed and Treasury allow Lehman to fail? As shown earlier, 
the Fed and Treasury were under intense political pressure not to bail out 
Lehman. The Fed and ‘Treasury also seriously underestimated the 
consequences of allowing Lehman to fail. On September 23, 2008, 
Bermanke provided his first congressional testimony concerning Lehman’s 


failure and the Fed’s subsequent decision to rescue AIG. Bernanke provided 
the following explanation to Congress about the decision to let Lehman fail: 


The failure of Lehman posed risks. But the troubles at Lehman had been well known for some 
time, and investors clearly recognized—as evidenced, for example, by the high cost of insuring 
Lehman’s debt in the market for credit default swaps—that the failure of the firm was a 
significant possibility. Thus, we judged that investors and counterparties had had time to take 
precautionary measures. 


Bemanke also pointed out that the Fed “took a number of actions to 
increase liquidity and stabilize markets” after Lehman failed.”® 

Bernanke’s testimony on September 23 reflected the Fed’s and Treasury’s 
shared belief during Lehman weekend that (1) market participants were 
generally prepared for the possibility of Lehman’s failure, and (2) the 
expanded PDCF and TSLF would prevent Lehman’s collapse from 
triggering a systemic financial crisis. During a breakfast meeting on Friday, 
September 12, Bernanke told Paulson, “We can only hope that if Lehman 
goes, the market will have had a lot of time to prepare for it.” Bernanke and 
Paulson “comforted themselves that, since the Bear Stearns rescue, the Fed 
had found new ways to lend to other investment houses that might be hurt 
by a systemic collapse.””? Treasury Assistant Secretary Phillip Swagel later 
acknowledged that “the Fed and Treasury did not expect” that “Lehman’s 
failure would spark a panic and play a role in transforming an economic 
slowdown into the Great Recession.”°° 

The same views were reflected in an article in the New York Times on 
September 13, entitled “Tough Love for Lehman.” The Times reported that 
“Fed officials as well as Wall Street institutions had months of advance 
warning about Lehman’s problems and far more time than they had with 
Bear Stearns to assess the potential domino effects, or ‘systemic risk’ that a 
collapse might pose.” The article also cited “the availability of the Fed’s 
emergency lending authorities for investment banks,” which Bear Stearns 
did not have. Accordingly, “Fed and Treasury officials were convinced that 
Lehman posed far fewer real risks than Bear Stearns had back in March.”®! 

On the morning of September 15, before U.S. financial markets opened, 
Paulson briefed President Bush on Lehman’s collapse. Paulson said “he was 
cautiously optimistic that investors would be able to accept the news” of 
Lehman’s failure, while noting “there could be further pressure on the 
financial system.” Paulson added that BofA’s decision to acquire Merrill 


Lynch was a sign “ ‘of strength’ in the market that might ‘mitigate’ the 
possibility of panic.” At a press conference later that day, Paulson said, “I 
never once considered that it was appropriate to put taxpayer money on the 
line in resolving Lehman Brothers.” In an article covering that press 
conference, the New York Times reported, “Mr. Paulson concluded that the 
financial system could survive the collapse of Lehman, which has shown 
signs of weakness for months.”®* 

In sharp contrast to the Fed’s and Treasury’s cautious optimism, several 
financial experts correctly predicted that Lehman’s failure would have 
disastrous consequences. The Times article on September 13 quoted 
financial analyst Brad Hintz, who said that a Lehman failure “would release 
an avalanche of unquantifiable systemic risk into the global bond markets.” 
On the morning of September 14, European Central Bank President Jean- 
Claude Trichet warned Bernanke that Lehman’s failure would cause a “total 
meltdown” of global financial markets.** 

During the afternoon of September 14, Harvey Miller—Lehman’s outside 
counsel and the dean of New York City’s bankruptcy bar—told New York 
Fed General Counsel Tom Baxter that a bankruptcy filing by Lehman 
would unleash “Armageddon.” Miller warned that forcing Lehman into 
bankruptcy would destroy “one of the biggest issuers of commercial paper” 
and “take liquidity out of the market,” thereby causing a “collapse” of the 
financial markets. Baxter responded to Miller’s dire warnings by saying that 
the situation was “under control.” Alan Beller, outside counsel to the SEC, 
added that the Fed and SEC would announce new measures “that we are 
fairly confident will calm the markets tomorrow.”°° 

As former Fed Vice Chairman Alan Blinder observed, “There is close to 
universal agreement that the demise of Lehman Brothers was the watershed 
event of the entire financial crisis.” He viewed Lehman’s failure as a 
“colossal error” because, 


coming just six months after Bear’s rescue, the Lehman decision threw the presumed rulebook 
out the window. If Bear was too big to fail, how could Lehman, at twice its size, not be? If Bear 
was too entangled to fail, why was Lehman not? After Lehman went over the cliff, no financial 


institution felt safe. So lending froze, and the economy sank like a stone.°° 


French Finance Minister Christine Lagarde similarly called the decision 
to let Lehman fail a “genuine error” because it undermined “the equilibrium 


of the world financial system.”®’ Barry Eichengreen compared Lehman’s 


failure to the decision by federal officials to let Union Guardian Bank of 
Detroit collapse in February 1933, an event that triggered “the mother of all 
banking crises.” As Eichengreen explained, “Not knowing who might be 
next, all willingness to lend evaporated [after Lehman failed]. The 
commercial paper market and the interbank overnight market shut down 
tight?" 

Following the announcement of Lehman’s bankruptcy on the morning of 
September 15, the Dow Jones Industrial Average fell by 504 points (4.4%), 
its largest loss since the first trading day after the terrorist attacks on 
September 11, 2001. The S&P index for financial stocks dropped by more 
than 10%, its worst daily loss on record. The stock price of AIG plunged 
from $12.14 to $4.76, and the stock prices of Citigroup, Goldman Sachs, 
Morgan Stanley, and WaMu also declined sharply. There was a general 
flight to safety as investors bought Treasury bonds and dumped higher-risk 
securities. °° 

A former Goldman colleague called Paulson shortly before noon on 
September 15 and said, “Hank, you made a big mistake. ... This market is 
too fragile to handle a Lehman Brothers bankruptcy. The system is on the 
verge of collapse.”°? That evening, Paulson met with General Electric (GE) 
chairman Jeffrey Immelt. Immelt had informed Paulson a week earlier that 
GE was having trouble selling commercial paper to finance its day-to-day 
operations. On September 15, Immelt told Paulson that GE could not sell 
commercial paper for any term longer than overnight. Paulson replied, 
“Jeff, we have to put out this fire.”9! 


AlG—the next focus of the financial crisis—had experienced deepening 
financial problems during the previous year. The company reported large 
losses in late 2007 and the first half of 2008, including write-downs and 
collateral calls on $80 billion of credit default swaps that AIG Financial 
Products wrote on super-senior tranches of CDOs. In addition, AIG 
borrowed $75 billion in securities lending transactions and invested those 
funds in private-label RMBS, CDOs, and other risky securities. As those 
securities declined in value, AIG’s lenders demanded that AIG repay its 
borrowings or provide additional collateral. By September 12, 2008, AIG 
had posted over $22 billion of collateral with its derivatives and securities 


lending counterparties, and it continued to receive demands for more 
collateral.97 

In mid-August, a team of New York Fed examiners reviewed AIG’s 
financial condition and advised Geithner that AIG faced “increasing capital 
and liquidity pressure.” On September 9 and 12, AIG executives informed 
New York Fed officials that AIG urgently needed financial help. At the 
New York Fed’s request, teams of bankers and private equity managers 
reviewed AIG’s books during Lehman weekend to determine whether a 
private sector rescue was feasible.?° 

On September 12, Hayley Boesky, head of market analysis at the New 
York Fed, reported, “Now [the market’s] focus is on AIG. I am hearing 
worse than [Lehman]. Every bank and dealer has exposure to them.” A few 
hours later, another New York Fed official, Alejandro LaTorre, warned 
Geithner and other Fed officials that AIG’s “risk exposures are concentrated 
among the 12 largest international banks (both U.S. and European) across a 
wide array of product types (bank lines, derivatives, securities lending, etc.) 
meaning [there] could be significant counterparty losses to those firms in 
the event of AIG’s failure.” LaTorre subsequently reported that AIG had 
$2.7 trillion of over-the-counter derivatives, and the twelve big international 
banks were counterparties on $1 trillion of those contracts.%4 

On Sunday evening, September 14, AIG CEO Robert Willumstad told 
Paulson and Geithner that AIG needed $60 billion of assistance, thereby 
tripling his request for $20 billion of help the previous day. On September 
15, JPMC and Goldman advised Geithner that AIG would need over $80 
billion of new funding to survive, an amount that was far too large for 
private sector lenders to provide. Later that day, the credit rating agencies 
reduced AIG’s rating below AA status, triggering $13 billion of new 
collateral calls by its derivatives counterparties.?° 

On Tuesday morning, September 16, “all hell broke loose,” according to 
Paulson. Goldman CEO Lloyd Blankfein informed Paulson that the 
bankruptcy administrator for Lehman’s U.K. broker-dealer subsidiary had 
frozen all of its U.K. assets, including accounts and collateral belonging to 
hedge funds and other customers. As a result, hedge funds in the U.S. and 
U.K. were rapidly pulling their funds out of Goldman and Morgan Stanley. 
Paulson later said that the U.K. administrator’s actions were “completely 
unexpected” by U.S. regulators, a statement confirmed by Phillip Swagel.?° 


During the afternoon of September 16, the Reserve Primary Fund—the 
oldest U.S. money market mutual fund—announced it was “breaking the 
buck.” The Reserve Primary Fund held $785 million of Lehman’s 
commercial paper, and Lehman’s default reduced the fund’s net asset value 
to 97 cents per share. Accordingly, the fund could not continue to redeem 
its shares at a fixed price of $1 per share. Investors pulled $40 billion out of 
the Reserve Primary Fund and began running on other MMMEFs. Total 
withdrawals from MMMFs reached $350 billion within a week. Paulson 
admitted that MMMFs turned out to be “too good to be true” because they 
promised deposit-like safety without deposit insurance or capital buffers. 
Consequently, MMMEFs functioned as deposit substitutes only as long as 
“people didn’t ask for their money ... [W]hen Lehman failed, people started 
ioask””” 

At 1 p.m. on September 16, a Chicago banker advised Paulson that “[t]he 
commercial paper market is frozen.” Neither the Fed nor the Treasury 
anticipated the run on MMMFs—the largest investors in commercial paper 
—or the resulting crisis in the commercial paper market. Yet MMMEFs and 
commercial paper had been major sources of Countrywide’s liquidity 
problems in August 2007, as described in Chapter 10. On September 14, as 
noted earlier, Harvey Miller specifically warned the Fed and SEC about a 
likely collapse of the commercial paper market if they allowed Lehman to 
fail. As analyst Joshua Rosner later commented, “Lehman was one of the 
single largest issuers of commercial paper in the world. ... How could you 
let [Lehman] go bankrupt and not expect the commercial paper market to be 
completely crushed?”?® 

Given the rapidly deteriorating situation on September 16, Bernanke, 
Geithner, and Paulson agreed that the Fed must rescue AIG because the 
nation “couldn’t risk another collapse of a systemic institution at a moment 
of such intense turbulence.” The Fed loaned $85 billion to AIG and 
received warrants to purchase 79.9% of AIG’s stock. The Fed appointed 
Edward Liddy (the former CEO of Allstate Insurance) to replace Robert 
Willumstad as AIG’s CEO. Geithner later remarked that the Fed “had torn 
down yet another wall between the commercial banking sector and the rest 
of the financial system.” For the first time in its history, the Fed provided 
financial support to an insurance company. Geithner told reporters that the 
AIG bailout was necessary because “central banks exist to take out the 
extreme tail, the catastrophic risk.” When Paulson told President George W. 


Bush that the Fed needed to save AIG, Bush asked the following question— 
which analysts have struggled to answer since 2008—“How did we get to 
this point?”?? 

On September 17 (the day after AIG’s rescue), the New York Times 
reported, “Asked why Lehman was allowed to fail but A.I.G. was not, a Fed 
staffer said the markets were more prepared for the failure of an investment 
bank.”!°° That statement matched the government’s rationale reported by 
the Times in its “Tough Love for Lehman” article on September 13 and 
repeated by Bernanke in his congressional testimony on September 23. 

The government’s explanation suddenly changed a few weeks later. In 
October, Bernanke and Paulson argued that the Fed did not have legal 
authority to provide a loan to Lehman under Section 13(3) of the Federal 
Reserve Act because Lehman was deeply insolvent and could not provide 
satisfactory collateral. In contrast, they claimed, AIG provided enough 
security (through its pledge of the stock of its insurance subsidiaries) for the 
Fed’s loan. Bernanke, Geithner, and Paulson have consistently repeated the 
“no legal authority” argument for letting Lehman fail since that time.!°! 

There are several factual problems with the Fed’s revised rationale for its 
disparate treatment of Lehman and AIG. First, according to participants in 
meetings during Lehman weekend, Paulson and Geithner ruled out a Fed 
loan to Lehman on policy grounds and never told them that the Fed lacked 
legal authority to provide a loan.'°* Second, despite repeated requests from 
the Financial Crisis Inquiry Commission, the Fed never provided any 
written analysis to support its claim that the Fed lacked legal authority to 
provide a loan to Lehman under Section 13(3) due to the inadequacy of 
Lehman’s collateral.!°° Third, a recent evaluation of Lehman’s assets and 
liabilities by Laurence Ball and earlier unpublished assessments by New 
York Fed staff members determined that Lehman was close to insolvency 
but probably could have provided enough collateral to support a Fed loan in 
September 2008. !04 

Fourth, the Fed’s claim that AIG provided adequate security is very 
doubtful. As described earlier, AIG’s stated needs for financial assistance 
ballooned from $20 billion on September 12 to $85 billion on September 
15, as Wall Street bankers and Fed officials constantly discovered more 
problems at AIG.!°° AIG’s losses continued to escalate after the Fed 
approved its initial loan. The Fed was forced to give AIG a second loan of 


$37.8 billion in early October, and Treasury injected $70 billion of capital 
into AIG in two installments (in November 2008 and March 2009) to 
ensure its survival. Thus, the federal government more than doubled its 
original commitment to AIG within six months. Phillip Swagel described 
AIG as “a black hole for taxpayer money.” !°° 

Paulson later conceded that “AIG’s capital structure was unsustainable” 
in early November 2008. Treasury made a $40 billion infusion of capital 
into AIG at that time “to avoid a [credit] rating downgrade that would 
trigger $42 billion in collateral calls and finish the company off.” When 
Treasury officials informed President Bush of their intention to provide $40 
billion of capital to AIG, Bush asked, “Will we ever get the money back?” 
A senior Treasury official replied, “I don’t know, sir.”!°” Treasury’s 
emergency capital infusion in early November strongly indicated that AIG 
was not a solvent company with adequate collateral when it was rescued in 
mid-September. 

During subsequent litigation, Geithner admitted that he had serious 
doubts about AIG’s solvency in September 2008. He testified, “I thought 
we were taking enormous, unprecedented risks and that there was 
substantial risk that we would lose billions of dollars, if not tens of billions 
of dollars.” The Fed never published a detailed analysis of AIG’s collateral 
to justify its decision to make the $85 billion loan in September 2008.1°° 
AIG reported total losses of $99 billion in 2008, which exceeded its stated 
equity of $96 billion at the end of 2007.!°° 

Two policy considerations appear to explain the sharp disparity in 
treatment between Lehman and AIG. First, as discussed earlier, the Fed and 
Treasury knew during Lehman weekend that big U.S. and European banks 
were far more exposed to AIG than they were to Lehman. At the end of 
2007, AIG had borrowed over $80 billion under securities lending 
agreements, and AIG had written a comparable volume of credit default 
Swaps on super-senior tranches of CDOs. AIG owed the lion’s share of both 
types of obligations to major U.S. and European financial institutions. In 
addition, AIG enabled European banks to obtain “regulatory capital relief” 
under the Basel II accord by providing those banks with $380 billion of 
CDS protection for their loans. European banks would have been required 
to increase their capital by $20 billion during extremely difficult market 
conditions if AIG defaulted on those CDS."!° 


Between November 10 and December 15, 2008, the New York Fed 
instructed AIG to pay over $100 billion to a group of the largest U.S. and 
European financial institutions to satisfy AIG’s obligations under securities 
lending deals and CDS contracts. AIG paid the full amount of those claims 
and did not require its counterparties to accept any losses. The largest 
recipients of AIG’s payments included thirteen of the Big Seventeen 
financial conglomerates. Goldman Sachs, which received $18.8 billion, was 
at the top of that list. Critics denounced AIG’s payments as “backdoor 
bailouts” for big U.S. and European banks. The manner in which AIG’s 
financial assistance was quickly converted into payments by AIG to U.S. 
and European megabanks strongly indicated that the Fed and Treasury 
rescued AIG to prevent major global banks from suffering punishing 
losses.1!! 

Second, it is at least plausible that the Fed and Treasury allowed Lehman 
to fail to convince Congress of the urgent need for bailout legislation. At 
Paulson’s direction, Treasury staff prepared a “break the glass” plan for a 
bailout bill in April 2008. The proposed legislation would authorize 
Treasury to spend hundreds of billions of dollars either to buy toxic assets 
from large banks or to recapitalize those banks. Paulson and Bernanke 
agreed that they had no chance of persuading Congress to approve such 
legislation without a full-blown financial crisis. Their certainty on that point 
was reinforced by Congress’s very unfriendly response to their proposal in 
July 2008 for legislation granting federal regulators broader resolution 
powers.!!2 

On September 15, Congressman Barney Frank (D-MA), Chairman of the 
House Financial Services Committee, told Tim Geithner that Lehman’s 
bankruptcy might “shock the political world into taking the crisis seriously” 
and “shut up the crazies.” Geithner agreed that “there was something 
liberating” about Lehman’s failure because it was “an unwelcome 
vindication of the case for action. As much as the public hated bailouts, we 
were pretty sure people would hate the consequences of uncontrolled 
default even more.”!!? On September 17, Paulson told his staff to prepare 
proposed legislation based on the “break the glass” plan.!'4 

On September 18 and 19, Paulson and Bernanke met with President Bush 
and congressional leaders to discuss their proposal to create a $700 billion 
Troubled Asset Relief Program (TARP). In his memoir, Paulson said, “For 
the first time I believed Congress would likely give us what we needed. The 


extreme severity of the market conditions made it clear that no good 
alternative existed. ... I’d long since learned that you couldn’t get anything 
done in Washington without a crisis.” Bernanke similarly recalled, “It 
seems clear that Congress would never have acted absent the failure of 
some large firm and the associated damage to the system.”!!° 

Joe Nocera concluded that “Lehman Brothers had to die for the rest of 
Wall Street to live. ... Without the crisis prompted by the Lehman default, it 
would have been impossible to pass [TARP].”!!° Even after Lehman failed, 
the House of Representatives voted down the TARP bill on September 29. 
That rejection triggered the worst drop in stock prices since the stock 
market crash in October 1987. Chastened by investor panic, the House 
finally joined the Senate in passing the TARP bill on October 3.1!” In 
retrospect, the decisions by the Fed and Treasury to rescue AIG and let 
Lehman fail appear to have served their broader policy goals of (1) 
supporting the largest U.S. and European banks and (2) persuading 
Congress to authorize public funding for a comprehensive rescue of the 
financial system. 


After rescuing AIG, Treasury and the Fed bailed out the shadow banking 
system. To stop the run by investors on MMMEFs, Treasury announced on 
September 19 that it would guarantee all $3.5 trillion held by MMMFs on 
that date. To fund that guarantee, Treasury relied on its $50 billion 
Exchange Stabilization Fund (ESF). Treasury’s reliance on the ESF (which 
allowed Treasury to stabilize the dollar’s value by purchasing or selling 
foreign exchange) was “quite a stretch,” but the post-Lehman panic called 
for desperate measures.'!® Treasury collected $1 billion of fees from 
MMMEFs before the guarantee program ended in 2010, representing an 
average assessment rate of only about 0.03% on MMMFs.!!° 

On September 19, the Fed announced that it would provide nonrecourse 
discount window loans to banks to finance their purchase of asset-backed 
commercial paper from MMMEFs. The nonrecourse terms meant that the 
Fed would recover its loans solely from the assets that served as collateral 
for the commercial paper. Accordingly, the Fed would suffer losses if those 
assets did not have sufficient value to repay the loans. The loan program, 
which peaked at $150 billion in early October, provided significant relief to 


MMMEFs by enabling them to sell their holdings of asset-backed 
commercial paper to banks.!° 

On October 7, the Fed announced the Commercial Paper Funding 
Facility (CPFF), which established a Fed-controlled special-purpose entity 
to buy three-month commercial paper directly from corporate issuers 
(primarily large U.S. and European banks and GE Capital). The CPFF 
“effectively served as a buyer of last resort” for new issues of commercial 
paper. The Fed’s purchases of commercial paper under the CPFF peaked at 
$350 billion in January 2009, accounting for one-fifth of the commercial 
paper market at that time.!*! 

As described above, the Fed had already given the repo market a full 
backstop during Lehman weekend by expanding the TSLF and PDCF. By 
the end of October, the Fed and Treasury provided equally comprehensive 
support for MMMFs and the commercial paper market. The Treasury’s and 
Fed’s programs effectively gave 100% protection to the shadow deposits 
that funded the shadow banking system.!*? In early 2009, the Fed provided 
additional support to the shadow banking system by offering loans on 
highly attractive terms to investors who _ purchased asset-backed 
securities. !*° 

The Fed’s and Treasury’s efforts to shore up the shadow banking system 
did not stabilize the two remaining major securities firms, Goldman Sachs 
and Morgan Stanley. After Lehman failed, Morgan Stanley experienced the 
same kind of devastating run by short-term creditors that had taken down 
Bear and Lehman. By September 18, Morgan Stanley was only a few days 
away from insolvency. Goldman knew it would face the same situation if 
Morgan Stanley collapsed. Goldman CEO Blankfein told Paulson, “If they 
go, we’re next.” !*4 

On Saturday, September 20, Michael Silva of the New York Fed sent an 
email message to a senior colleague. According to Silva, Morgan Stanley 
told Tim Geithner “they can not open Monday.” Morgan Stanley provided 
the same information to Goldman Sachs, and Silva reported, “GS is now 
panicked b/c feel that if MS does not open, then GS is toast.”!*° On Sunday, 
September 21, the Fed approved immediate conversions by Morgan Stanley 
and Goldman Sachs into bank holding companies. Those emergency 
conversions strengthened both companies by providing “the Fed’s public 
promise of protection and a permanent source of lending in a crisis.” 


Morgan Stanley CEO John Mack later said that the Fed’s approval of 
immediate bank holding company status sent “a signal that these two firms 


are going to survive.”!*° Thus, the Fed rescued the two largest remaining 
shadow banks by bringing them inside the banking system, thereby 
obliterating any remaining distinction between shadow bank financial 
conglomerates and universal banks. 

As the post-Lehman panic continued to intensify, federal regulators 
struggled to save the banking system. The next domino to fall was WaMu, a 
$300 billion thrift, which held almost $60 billion of option ARMs on its 
balance sheet and reported large losses after mid-2007. WaMu suffered a 
steady erosion of deposits following IndyMac’s failure in July 2008. 
Lehman’s collapse on September 15 triggered a devastating run by 
depositors and creditors on WaMu. The FDIC and the Office of Thrift 
Supervision closed WaMu ten days later and sold its remaining deposits and 
assets to JPMC for less than $2 billion. WaMu’s holding company filed for 
bankruptcy, and the FDIC did not protect the holding company’s 
bondholders. FDIC Chairman Sheila Bair determined that the holding 
company’s bondholders and other uninsured creditors did not qualify for 
protection under the “systemic risk exception” in the FDIC’s governing 
statute. Geithner strongly disagreed with Bair, arguing that “imposing 
haircuts on bank creditors during a systemic panic is a sure way to 
accelerate the panic.” Geithner urged Bernanke and Paulson to convince 
Bair to change her mind, but they declined.!*” 

After WaMu failed, the panic spread to Wachovia, the fourth-largest U.S. 
bank, with more than $700 billion of assets. Like WaMu, Wachovia had 
large holdings of option ARMs and reported growing losses after the 
summer of 2007. Wachovia also had substantial exposures to risky 
commercial real estate loans, CDOs, and other toxic securities. Depositors, 
commercial paper investors, and repo lenders pulled away from Wachovia 
during 2008, and the run on Wachovia accelerated after WaMu failed. 
Bernanke, Geithner, and Paulson put intense pressure on Bair to invoke the 
“systemic risk exception,” thereby allowing the FDIC to protect all of 
Wachovia’s creditors. Bair did so with great reluctance. At first, the FDIC 
planned to sell Wachovia to Citigroup in a transaction that would have 
required substantial financial assistance from the FDIC. While Citigroup’s 
bid was pending, the Internal Revenue Service issued a ruling that provided 
much larger tax benefits to banks that acquired failing depository 


institutions. Those enhanced tax benefits caused Wells Fargo to submit a 
bid that was more favorable to the FDIC, thereby knocking out Citigroup’s 
bid. Wells Fargo agreed to acquire all of Wachovia’s assets and liabilities 


without any financial assistance from the FDIC.!® 


Wells Fargo’s takeover of Wachovia was the last rescue before Congress 
passed the TARP legislation on October 3, 2008. After TARP, federal 
regulators adopted a policy of “bailouts without end” to prop up the U.S. 
financial system.!*? As Geithner explained, the Fed and Treasury “elevated 
no-haircuts-in-a-panic to the level of doctrine” after Wachovia.!°° Treasury 
Secretary Paulson and finance ministers from the other Group of Seven 
nations endorsed that doctrine on October 10. Paulson and his G7 
colleagues issued a statement (drafted with Bernanke’s help), declaring that 
their nations would “take decisive action and use all available tools to 
support systemically important financial institutions and prevent their 
failure.” On October 8, the FOMC reduced the Fed’s target for short-term 
interest rates by 0.50% (to 1.50%) in coordination with similar rate cuts by 
five other central banks.!! 

Bernanke, Geithner, and Paulson decided in early October that TARP 
capital infusions would not be large enough to stabilize the banking system, 
and they agreed to use financial guarantees to accomplish that goal. The 
Fed and Treasury did not have authority to guarantee bank debts. 
Accordingly, they asked the FDIC to invoke the “systemic risk exception” 
in its governing statute as justification for a blanket guarantee protecting all 
bank liabilities. There were substantial legal doubts about the FDIC’s 
authority to provide a blanket guarantee to the entire banking system, 
instead of acting on an individualized, bank-by-bank basis. Nevertheless, 
Paulson, Bernanke, and Geithner urged FDIC chairman Sheila Bair to 
guarantee all $13 billion of the banking system’s liabilities. Bair rejected a 
blanket guarantee, pointing out that the FDIC’s deposit insurance fund had 
declined to only $35 billion as a result of numerous bank failures.!%4 

After extensive negotiations, Bair agreed that the FDIC would guarantee 
new debts (but not existing liabilities) issued by banks. Bair insisted on 
establishing a second guarantee program that would protect all transaction 
(checking) accounts held by banks. That program helped smaller banks to 


retain large, uninsured business checking accounts, which otherwise would 
have been likely to migrate to TBTF megabanks. Bair also demanded that 
banks must pay substantial fees for the FDIC’s debt guarantees, instead of 
the “minimal fees” proposed by Geithner. Financial organizations issued 
$346 billion of guaranteed debts under the FDIC’s program and paid $11 
billion in fees. Thus, the FDIC collected a 3% premium for its debt 
guarantees, compared with the minuscule 0.03% premium charged by 
Treasury for its MMMEF guarantees.!°° 

On October 13, 2008, Paulson, Bernanke, Geithner, and Bair met with 
leaders of the eight largest U.S. banks—BNY Mellon, BofA, Citigroup, 
Goldman Sachs, JPMC, Morgan Stanley, State Street, and Wells Fargo. The 
head of Merrill Lynch was also present, due to BofA’s pending acquisition 
of Merrill. Paulson persuaded the eight bank leaders to accept $125 billion 
of TARP capital investments in the form of preferred stock. Treasury 
designed the preferred stock investments as “a deal so attractive that banks 
would be unwise to refuse it.” The preferred stock’s dividend rate was 5% 
for five years and 9% thereafter. Treasury received ten-year warrants to buy 
common stock in each bank equal to 15% of the face amount of its 
preferred stock. The recipient banks were allowed to pay common stock 
dividends at their existing rate, and there were no restrictions on lobbying— 
unlike the lobbying ban imposed on Fannie and Freddie as a condition of 
their bailouts. Treasury included modest limits on compensation for top 
executives, and “golden parachutes” were prohibited, while severance 
payments were limited to three times base salary.'** 

Except for Richard Kovacevich (Wells Fargo’s CEO), the big-bank 
leaders “needed little persuasion” to accept the capital infusions. Citigroup 
CEO Vikram Pandit described TARP preferred stock as “very cheap 
capital,” and JPMC chairman Jamie Dimon agreed it was “cheap 
capital.”'°° The federal government’s terms were much more generous than 
the conditions Warren Buffett imposed when he agreed to buy $5 billion of 
Goldman Sachs’ preferred stock on September 22. Buffett’s preferred stock 
paid a dividend of 10%, and he received warrants to buy Goldman common 
stock equal to 100% of the face amount of his preferred stock at a very 
favorable price.!°° Empirical studies determined that Treasury’s TARP 
capital investments and the FDIC’s debt guarantees resulted in very large 


transfers of wealth from the federal government to shareholders and 
creditors of the largest U.S. banks.!°” 

Why did the federal government offer megabanks such generous terms at 
a time when every major financial institution—with the possible exception 
of JPMC—urgently needed more capital? In November 2009, Bernanke 
advised the Financial Crisis Inquiry Commission that all of the thirteen 
largest U.S. financial institutions except one (presumably JPMC) would 
have failed without federal assistance during the post-Lehman panic. 
Geithner told the FCIC a month later that “none of [the biggest banks] 
would have survived a situation in which we had let that fire try to burn 
itself out.”!°8 Fed and Treasury officials said they offered generous terms to 
persuade the strongest megabanks to accept TARP capital so that their 
weaker peers would not be stigmatized when they received capital 
infusions.'°9 That rationale is not entirely convincing, given the fragile 
condition of most megabanks and the frozen market conditions they faced 
in October 2008. A more plausible explanation is that the Fed and Treasury 
did not want to impose stringent terms that would have further weakened 
troubled financial giants. 


TARP capital infusions and FDIC debt guarantees did not solve the severe 
problems afflicting many large U.S. banks. By November 21, Citigroup was 
on the brink of failure, only six weeks after receiving its first $25 billion 
bailout. To prevent Citigroup’s collapse, Treasury bought $20 billion of 
additional TARP preferred stock from Citigroup on November 23, 2008. 
The Fed, FDIC, and Treasury also issued a joint guarantee to protect 
Citigroup against catastrophic losses on a $306 billion pool of troubled 
assets. As originally proposed, the guaranteed asset pool would have 
included $85 billion of second-lien mortgages, $74 billion of subprime and 
Alt-A mortgages, $12 billion of CDOs, $9 billion of SIV assets, $9.5 billion 
of auction-rate securities, and $16 billion of leveraged loans. The 
composition of the proposed asset pool showed that Citigroup was still 
exposed to massive losses from its reckless lending and _ high-risk 
securitizations, even though Citigroup had previously reported $70 billion 
of losses and write-downs from troubled assets.!7° 


Citigroup’s second bailout also proved to be insufficient, as the bank 
continued to suffer staggering losses. In February 2009, Treasury converted 
$25 billion of its preferred stock into 33.6% of Citigroup’s common stock, 
and other Citigroup shareholders converted $33 billion of their preferred 
stock into common stock on the same terms. Treasury’s third bailout 
significantly increased Citigroup’s tangible common equity and helped to 
stabilize the bank.!*! 

Notwithstanding its first $25 billion bailout, BofA also needed additional 
federal assistance to cope with crippling losses from its acquisitions of 
Countrywide and Merrill Lynch. In January 2009, the Fed, FDIC, and 
Treasury gave BofA a second bailout similar to Citigroup’s. Treasury 
bought $20 billion of additional TARP preferred stock from BofA, and the 
three agencies provided a joint guarantee to protect BofA from catastrophic 
losses on a $118 billion pool of troubled assets. 44 

The repeated bailouts of Citigroup and BofA undermined public 
confidence in the banking system. Investors, business owners, and 
consumers also lost faith in the general economy as the U.S. fell into a deep 
recession after Lehman failed. GDP dropped by 3% during the last quarter 
of 2008 and the first quarter of 2009. More than 6 million Americans lost 
their jobs during the last four months of 2008 and the first half of 2009. 
American household wealth fell by 16% in 2008, due to steep drops in 
home values and stock prices. Household consumption declined by 4.6% 
during the second half of 2008 and the first half of 2009.!*° 

In late 2008, New York Fed staff members estimated that U.S. banks 
could suffer $840 billion of additional losses in a “stress scenario” and 
$1.25 trillion of additional losses in an “extreme stress scenario.” They also 
projected that the fifteen largest U.S. banks could face a capital shortfall of 
more than $500 billion in an “extreme stress” situation. After President 
Obama appointed Geithner as Treasury Secretary in January 2009, Geithner 
decided that federal regulators should perform a public “stress test” of the 
largest banks, and the federal government should pledge to provide any 
capital those banks needed. In Geithner’s view, the Obama administration 
“needed to make a more credible commitment that we would allow no more 
messy failures of systemic [financial] firms, and no more haircuts of senior 
bondholders—in other words, no more Lehmans or WaMus.”!“4 

On February 10, 2009, Geithner and senior federal bank regulators 
announced a stress test for the nineteen largest U.S. banks, each with more 


than $100 billion of assets. Geithner explained that the stress test would 
include “a new program of capital support for those institutions which need 


it.”!° On February 23, Geithner and his colleagues issued another joint 
statement, which repeated that the federal government would provide any 
needed capital that the nineteen banks could not raise on their own. That 
joint statement declared: 


The U.S. government stands firmly behind the banking system during this period of financial 
strain ... [and] will ensure that banks have the capital and liquidity they need to provide the 
credit necessary to restore economic growth. Moreover, we reiterate our determination to 


preserve the viability of systemically important financial institutions so that they are able to 
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meet their commitments. 

The regulators’ joint statements made clear to investors and the general 
public that the nineteen largest U.S. banks were TBTF, at least for the 
duration of the financial crisis.'47 The federal government’s TBTF 
guarantee “alleviated many of the widespread concerns about what the 
government might do with the banks.” The TBTF guarantee encouraged 
investors to buy stock in the nineteen largest banks with the assurance that 
“there would not be a catastrophic failure at any other major institution.” !“° 
Geithner’s colleague Lee Sachs called the government’s pledge of capital 
support “the Geithner Put.” The Geithner Put effectively placed a floor 
under the stock prices of the nineteen largest banks as of February 2009.'*° 

The federal regulators’ stress test concluded that ten of the nineteen 
banks needed a total of $75 billion of additional capital. Nine banks 
(including Citigroup) succeeded in raising their prescribed amounts of new 
capital. However, FDIC chairman Sheila Bair questioned why Citigroup 
was only required to raise $5.5 billion of new capital after receiving three 
bailouts. GMAC (the financing unit of General Motors) could not satisfy its 
specified capital requirement. Treasury filled that gap by increasing its 
investment in GMAC to more than $16 billion.!”° 

The 2009 stress test confirmed the U.S. government’s policy of providing 
extraordinary support to large financial institutions during financial 
disruptions. Treasury provided $220 billion of TARP capital to the nineteen 
largest banks and $70 billion of capital to AIG. The nineteen largest banks 
issued $235 billion of FDIC-guaranteed debt. In addition, GE Capital (a 
systemically important nonbank financial company) issued $70 billion of 
FDIC-guaranteed debt after Paulson persuaded the FDIC to include GE 


Capital in its debt guarantee program. The liquidity support provided by the 
Fed under its emergency lending programs—including TAF, TSLF, and 
PDCF—reached a single-day peak of $1.2 trillion on December 5, 2008. 
The Fed provided most of those loans to the largest U.S. and European 
banks, and it did so at below-market interest rates. The total outstanding 
amount of emergency loans, capital infusions, guarantees, and other U.S. 
government assistance to financial institutions peaked at almost $7 trillion 
in early 2009.'°! 

Residential mortgages, asset-backed securities, and private-label RMBS 
represented almost a third of the collateral that large financial institutions 
posted with the Fed under TAF, TSLF, and PDCF. Thus, the Fed allowed 
large banks and securities firms to obtain hundreds of billions of dollars of 
cash or Treasury securities by posting collateral consisting of high-risk, 
illiquid mortgages and structured finance securities. The Fed effectively 
acted as dealer (market maker) of last resort for those risky and illiquid 
assets. During the period following Bear Stearns’ rescue—and especially 
after Lehman’s failure—repo lenders and other private-sector creditors 
imposed large haircuts before accepting such assets as collateral, if they 
accepted them at all.!° 

Combining all of the separate loan transactions in the Fed’s emergency 
lending programs produces a cumulative total of $19.5 trillion of liquidity 
support for financial institutions between 2007 and 2010. The Fed provided 
more than 80% of that cumulative total—$16.4 trillion—to AIG and 
thirteen other financial giants that were members of the Big Seventeen 
group of financial conglomerates.!°? The Big Seventeen and AIG were 
unquestionably the epicenter of the financial crisis, as they suffered $900 
billion of the $1.5 trillion of total worldwide losses that banks, securities 
firms, and insurers reported between June 2007 and March 2010.!°* 

In contrast to the federal government’s massive support for troubled 
financial giants, federal agencies gave very limited help to smaller and 
midsized banks. Treasury provided only $45 billion of capital assistance to 
banks with assets under $100 billion. Those banks issued only $11 billion 
of FDIC-guaranteed debt and received relatively small amounts of 
emergency loans from the Fed. Federal regulators allowed only two 
financial institutions larger than $100 billion (Lehman and WaMu) to fail 
without protecting all of their creditors. Meanwhile, more than 450 smaller 
banks failed and were placed in FDIC receiverships between 2008 and 


2012. Federal regulators did not issue “prompt corrective action” orders 
against any of the nineteen largest banks for insufficient capital, even 
though several megabanks (including Citigroup and BofA) should have 
received such orders. Yet federal agencies issued more than 1,400 
enforcement orders for inadequate capital against smaller banks.!°° 

Thus, federal officials “ruled out forbearance” for “smaller, less complex 
institutions” and followed a deliberate policy of letting them fail when they 
became troubled.!°© The federal government’s no-forbearance rule for 
smaller banks was completely at odds with its no-failure policy for large 
financial institutions. The stark disparity in the federal government’s 
treatment of small and large banks cemented the TBTF policy as the 
cardinal rule of U.S. banking regulation in the minds of depositors, 
investors, and bank executives. 


The Bush and Obama administrations were no more generous to struggling 
homeowners than they were to small and midsized banks. The TARP 
legislation authorized spending to prevent or mitigate home foreclosures, 
but Treasury Secretary Paulson did not use any TARP funds for that 
purpose. The Obama administration said it would use $50 billion of TARP 
funds to help homeowners avoid foreclosures, but by September 2016 it had 
spent only $32 billion on foreclosure mitigation programs.!°’ 

The Obama administration’s primary program for reducing foreclosures, 
the Home Affordable Mortgage Program (HAMP), modified 1.6 million 
mortgages before it expired at the end of 2016. However, HAMP did not 
meaningfully reduce the principal amounts of modified mortgages for the 
great majority of participants. For most participants, HAMP left their 
principal balances unchanged while reducing their scheduled payments for 
five years (either by cutting their interest rates or by extending the maturity 
dates of their mortgages). In addition, more than two-thirds of homeowners 
who applied for HAMP modifications were rejected by their mortgage 
servicers. A third of homeowners who did receive HAMP modifications 
later re-defaulted, often because their modifications left them “underwater,” 
with principal balances that significantly exceeded the market values of 


their homes.!°® 


A 2018 Fed staff study determined that (1) less than 5% of a large sample 
of mortgages that were modified between 2008 and 2010 received 
substantial principal reductions, and (2) less than 15% of sampled 
mortgages that were modified in 2011 received substantial principal 
reductions.!°? The same study (as well as other studies) concluded that 
mortgage modifications were much more likely to be successful in avoiding 
re-defaults if they included significant principal reductions.!°° 

Due to the lack of meaningful and widespread principal relief for 
underwater homeowners, about 12 million households lost their homes to 
foreclosures, short sales, and other distressed transactions between 2007 
and 2016. That avalanche of foreclosures and distressed sales contributed to 
a $5.5 trillion drop in housing prices between 2006 and 2012. The resulting 
loss of household wealth depressed consumption, increased unemployment, 
and delayed economic recovery.'°! Sheila Bair, Alan Blinder, Atif Mian, 
and Amir Sufi strongly criticized the Bush and Obama administrations for 
not doing more to prevent foreclosures. 

The Bush and Obama administrations did not establish programs giving 
substantial principal relief to vulnerable homeowners because they knew 
that such an approach would impose large losses on major banks. The four 
largest banks—JPMC, BofA, Citigroup, and Wells Fargo—held $475 
billion of second-lien home loans on their books at the end of 2008. Many 
of those second-lien loans were piggyback loans, which the banks extended 
to borrowers who took out nonprime first-lien mortgages. The banks 
securitized the first-lien nonprime mortgages, retained the second-lien 
loans, and acted as servicers for both sets of loans. Big banks strongly 
opposed principal reductions on first-lien mortgages because those 
reductions would have forced the banks to write off the accompanying 
second-lien loans. Paulson, Geithner, and other senior officials in the Bush 
and Obama administrations rejected proposals for principal reductions 
because they did not want to inflict additional losses on troubled 
megabanks. They feared that TARP would not provide enough funds to 
cover those losses.!°° 

Federal regulators did not require big banks to start writing down their 
second-lien loans until 2012, even for loans secured by homes whose 
market values were substantially lower than the outstanding principal 
balances on their first mortgages. In March 2014, BofA, JPMC, and Wells 


Fargo still held $250 billion of second-lien loans on their books. Thus, 
federal officials provided extraordinary forbearance for megabanks and did 
everything necessary to ensure their survival. Geithner’s top policy goal 
was to prevent the failures of any more systemically important financial 
institutions—“no more Lehmans or WaMus.” The interests of other groups 
—including smaller banks and struggling underwater homeowners—were 


given a much lower priority.!©* 


The first stress test in early 2009 stabilized the U.S. banking system, but did 
it not end the Great Recession. In February 2009, Congress passed an $800 
billion fiscal stimulus bill to revive the U.S. economy.!© The Fed adopted 
unconventional monetary policies to provide further help to the struggling 
economy. In December 2008, the FOMC adopted a zero-interest-rate policy 
(ZIRP) by reducing the Fed’s target for short-term rates effectively to zero. 
The Fed also implemented three rounds of quantitative easing (QE) to push 
down interest rates on longer-term debt, including home mortgages. Under 
QE1, which lasted from November 2008 to March 2010, the Fed purchased 
$300 billion of longer-term Treasury securities as well as $1.45 trillion of 
agency RMBS and other debt obligations issued by Fannie Mae and Freddie 
Mac. Under QE2, the Fed bought $600 billion of longer-term Treasury 
securities in late 2010 and 2011. Under QE3, the Fed purchased over $1.6 
trillion of additional agency RMBS and Treasury securities between 
October 2012 and September 2014. The three QE programs expanded the 
Fed’s balance sheet from $900 billion in September 2008 to $4.5 trillion in 
October 2015.'°° 

The Fed’s ZIRP and QE policies supported economic recovery after the 
Great Recession, especially in the housing and financial markets. ZIRP and 
QE were successful in pushing down short-term and longer-term interest 
rates. They reduced financial stress by cutting the cost of short-term and 
longer-term debts for borrowers who could refinance their debts. ZIRP and 
QE were particularly helpful to troubled megabanks. Big banks relied for 
much of their funding on short-term wholesale (money market) liabilities, 
and they also held large portfolios of nonprime mortgages and mortgage- 
related securities. By cutting short-term interest rates, ZIRP reduced 
wholesale funding costs for megabanks. By reducing long-term rates, QE 


boosted the market values of nonprime assets held by megabanks. In 
addition, big banks that were primary dealers earned substantial 
commissions by arranging QE sales of Treasury bonds to the Fed.!°” 

In contrast, ZIRP and QE were not helpful to savers and pension funds, 
as they significantly reduced yields on bank deposits and highly rated 
government and corporate bonds. By reducing yields on safer debt 
instruments, ZIRP and QE encouraged retail and institutional investors to 
“reach for yield” by investing in riskier assets, including equity stocks, 
residential and commercial real estate, leveraged corporate loans, and junk 
bonds. The resulting surge by investors into riskier investments generated 
significant gains in stock market prices and real estate values. As shown in 
Figure 9.1 in Chapter 9, home values rose significantly after 2012 for 
Americans who still owned homes. However, gains from higher-yielding 
investments accrued mainly to the richest households, thereby aggravating 
wealth disparities that had been widening since the early 1980s.!°8 

Median U.S. household wealth fell by almost half between 2007 and 
2010, reflecting the steep losses in housing values, incomes, and 
investments caused by the Great Recession. In 2016, median household 
wealth still remained a third below its 2007 level, despite ZIRP and QE. In 
contrast, the share of total household wealth held by the richest 1% of 
households rose from 34.6% to 39.6% between 2007 and 2016, while the 
share of total household wealth held by the most affluent 10% of 
households climbed from 71.5% to 77.4%.!©? Thus, ZIRP and QE produced 
an economic recovery in which most of the gains accrued to the wealthiest 
households. 

In May 2019, Fed governor Lael Brainard provided data that confirmed 
and updated those trends. As shown in Figure 11.1, household wealth levels 
for families with the top 10% and top 30% of incomes were substantially 
higher in 2018 than they were in 2007. In contrast, household wealth levels 
were marginally lower for families with incomes in the 40-70% range and 
significantly lower for families with the lowest 40% of incomes, compared 
with 2007.17° 
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Figure 11.1 Changes in U.S. Household Wealth by Income Percentiles, 1989-2018 

Note: Wealth values are reported in 2018 dollars using personal consumption expenditures prices and 
indexed to 1989: Q3. 

Source: Brainard (2019a: figure 1); data from Federal Reserve Board, Distributional Financial 
Accounts; Bureau of Economic Analysis 


In sum, ZIRP and QE supported economic recovery after the Great 
Recession, and those policies definitely helped troubled megabanks to 
recover from their massive losses.'”' However, ZIRP and QE had highly 
skewed effects on the distribution of gains in investments and household 
wealth. Those asymmetric outcomes provoked vigorous debates about the 
longer-term benefits of ZIRP and QE. In addition, some experts warned that 
the Fed and other central banks were risking their legitimacy and political 
independence by adopting policies that moved beyond the established 
boundaries of monetary policy (the traditional purview of central banks) 
into areas affecting fiscal policy and credit allocation (the traditional 
responsibilities of politically accountable leaders, legislatures, and 
agencies).!74 


The U.K. and other European nations followed the U.S. example by 
vigorously implementing the G7’s pledge to support systemically important 


financial institutions. On September 29, 2008, Ireland guaranteed all 
deposits and other liabilities of its six largest banks. However, Irish banks 
proved to be “too big to save,” as their total assets were equal to seven 
times Ireland’s GDP. In November 2010, Ireland was obliged to accept a 
massive bailout package from the EU, ECB, and International Monetary 
Fund to finance its bank rescue program.!7° 

Ireland’s open-ended guarantee for its banks put great pressure on the 
U.K. and other EU nations to protect depositors in their own banks. Without 
such protection, citizens of EU nations would have had strong incentives to 
transfer their deposits to Irish banks. Many EU nations issued deposit 
guarantees and recapitalized their large troubled banks.!”4 

The U.K. government injected more than $80 billion of capital into RBS 
and Lloyds HBOS—two of the four largest U.K. banks—while taking an 
82% equity interest in RBS and a 43% equity interest in Lloyds HBOS. The 
U.K. also nationalized Bradford and Bingley, a large savings bank and 
mortgage lender, in a transaction similar to the U.K.’s previous rescue of 
Northern Rock. Thus, the U.K. was forced to bail out four of its nine largest 
depository institutions in 2007 and 2008.'”° 

The U.K.’s decision to adopt universal banking in 1986 proved to be a 
very costly error. During the financial crisis of 2007-09, the U.K. 
experienced a systemic banking crisis and was compelled to undertake very 
costly bailouts of large universal banks. In contrast, the U.K. avoided a 
similar fate during the early 1930s, when Britain’s commercial banks were 
separated from London’s securities markets and did not fail.!”° 

Switzerland recapitalized UBS and provided emergency loans to both 
UBS and Credit Suisse. France provided capital infusions and liquidity 
assistance to its six largest banks, including BNP Paribas and Société 
Générale. Germany bailed out Commerzbank and rescued several large 
regional banks, including BayernLB, HSH Nordbank, IKB, SachsenLB, 
WestLB, and Hypo Real Estate. The Netherlands bailed out ING. Belgium, 
France, and the Netherlands jointly rescued two large universal banks, 
Dexia and Fortis. Both banks were eventually separated into national units 
and restructured by their respective home countries.!’” Thus, troubled 
universal banks were at the center of the financial crisis in Europe in 2008 
and 2009, as they had been during the early 1930s.!7° 


The EU authorized almost €5 trillion of state aid for banks in the form of 
capital infusions, asset purchases, and financial guarantees. EU 
governments spent about €2 trillion to support more than 110 banks 
between 2008 and 2015. The recipients of state aid included twelve of the 
twenty largest EU banks.'’”? Large European banks also received massive 
amounts of liquidity assistance from the ECB and the Fed, both directly 
through the Fed’s emergency lending programs and indirectly through the 
Fed’s dollar swap lines with the ECB and other European central banks. 
The ECB provided over €700 trillion of long-term loans to banks on very 
generous terms in exchange for a wide range of collateral (including illiquid 
mortgage-related securities)./°° 

Greece, Portugal, and Spain entered the same “doom loop” that ensnared 
Ireland after all three nations ran huge budget deficits and assumed heavy 
debt burdens to rescue their banks. Like Ireland, all three countries accepted 
large bailouts from the EU, ECB, and IMF.!*! Ireland, Spain, and Portugal 
exited their financial assistance programs between 2013 and 2017. Greece 
made a similar exit in August 2018, after receiving two additional bailouts. 
However, many observers expressed concerns about Greece’s ability to 
sustain its massive sovereign debt burden over the long term.!®* 

The Bank of England, Bank of Japan (BoJ), and ECB followed the Fed’s 
example by instituting QE programs to boost their economies after 
conventional monetary policies failed to generate strong recoveries. The 
BoE and ECB purchased government debt and corporate bonds, and the 
BoJ bought government debt as well as publicly traded equity and real 
estate funds. The Fed, ECB, BoE, and BoJ increased the total size of their 
balance sheets from $4 trillion to $15 trillion between 2008 and 2018. By 
pushing down yields on government bonds, the ECB’s QE program enabled 
weaker Eurozone countries to issue bonds with lower interest rates, thereby 
easing their debt service costs and budget pressures.!®? The ECB’s QE 
program effectively made the ECB “the de facto lender of last resort to 
[Eurozone] governments.”!®4 


The financial crisis left deep and painful scars on the economies, societies, 
and government budgets of the U.S., U.K., and EU. Almost 9 million 
Americans lost their jobs, and the U.S. unemployment rate rose from 4.4% 


to 10% between 2007 and 2009. The U.S. recorded a net loss of more than 
270,000 small businesses (employing fewer than a hundred workers) 
between March 2007 and March 2010. U.S. GDP fell by 4.3% during 2008 
and 2009 and did not return to its 2007 level until 2011.'®° 

The impact of the financial crisis was at least as severe—and more 
prolonged—in the U.K. and the Eurozone. The unemployment rate peaked 
at 8.3% in the U.K. in 2011 and reached 12.1% in the Eurozone in 2013.'%° 
U.K. GDP dropped by 6% during 2008—09 and did not return to its 2007 
level until 2013. Eurozone GDP also fell by 6% during 2008-09 and did not 
regain its 2007 level until 2015.!°” Total annual investments in buildings, 
infrastructure, machinery, and equipment did not recover their 2007 levels 
until 2013 in the U.S. and 2018 in the EU (including the U.K.).!®° Similarly, 
the Eurozone’s unemployment rate did not fall back to its 2008 level until a 
decade later. 8° 

Government debt burdens rose sharply as the U.S., U.K., and Eurozone 
struggled to rescue their financial systems and mitigate the impact of high 
unemployment and widespread business failures. Between 2007 and 2017, 
the ratio of government debt to GDP increased from 63% to 103% in the 
U.S., 33% to 83% in the U.K., and 65% to 88% in the Eurozone.!°" Losses 
of potential economic output probably exceeded 70% of GDP in all three 
regions between 2007 and 2017. The U.S. lost more than $10 trillion of 
potential output during that decade.'9! The Eurozone’s loss of potential 
output was especially severe between 2011 and 2017, due to the sovereign 
debt crisis that the Eurozone struggled to contain during those years.!9* 

Statistics for unemployment, budget deficits, and lost output cannot 
convey the enormous human costs of the financial crisis in terms of careers 
destroyed, homes and businesses lost, educational opportunities forgone, 
families disrupted, and physical and mental health shattered. The 
devastating economic and social consequences of the Great Recession 
created volatile political conditions on both sides of the Atlantic. The 
financial crisis destroyed the credibility of politicians, regulators, and bank 
executives who had eagerly touted the benefits of deregulated financial 
markets and light-touch regulation during the 2000s. 

Insurgent political candidates used populist, anti-establishment appeals to 
defeat or weaken political elites in many countries after 2009. The Tea 
Party and Occupy Wall Street movements were early examples of that trend 


in the U.S. Later examples included Britain’s vote for Brexit in 2016, 
Bernie Sanders’ insurgent campaign and Donald Trump’s election in 2016, 
victories by populist candidates in Hungary, Poland, and Italy, and street 
protests by the gilets jaunes (yellow vests) in France in late 2018 and early 


2019, which forced President Emmanuel Macron to make significant policy 


concessions.!% 


Public anger over bailouts of megabanks generated strong public support 
for financial reforms in the U.S., U.K., and Europe. As discussed in Chapter 
12, post-crisis reforms attempted to improve regulatory controls over 
systemically important financial institutions and markets. However, those 
reforms failed to make any fundamental changes to the structure and 
business models of the universal banks and shadow banks that caused the 
crisis. 


12 
Unfinished Business 


Post-Crisis Reforms Have Not Removed the Systemic Dangers 
Posed by Universal Banks and Shadow Banks 


In early 2009, the Obama administration agreed with other leaders of the 
Group of 20 nations on a reform agenda designed to prevent another global 
financial crisis. The G20—which includes nineteen major developed 
countries and the European Union—gave top priority to the following 
reforms: (1) establishing stronger capital and liquidity requirements for 
internationally active banks, especially global systemically important banks 
(G-SIBs), (2) developing new strategies for resolving failures of G-SIBs 
and nonbanks that are systemically important financial institutions (SIFIs), 
(3) improving regulation of over-the-counter derivatives, (4) reforming 
compensation policies to discourage excessive risk-taking by executives, 
traders, and other key employees of G-SIBs and nonbank SIFIs, and (5) 
strengthening controls over potential sources of systemic risk in the shadow 
banking system, including hedge funds, private equity funds, and nonbank 
lenders. The G20 established the Financial Stability Board (FSB) to 
implement its reform agenda, working in partnership with the Basel 
Committee on Banking Supervision and the International Monetary Fund.! 

The Obama administration and the G20 did not recommend fundamental 
changes to universal banks. They also did not try to shrink the shadow 
banking system significantly. Governments on both sides of the Atlantic 
decided that universal banks and shadow banks should continue to exist but 
should operate under “strengthened regulation and supervision” based on 
“internationally agreed high standards.”* Thus, the G20’s reform agenda 
preserved the existing system of large, global financial institutions but tried 
to improve the regulatory tools for overseeing those institutions.° 


The G20 pledged to maintain “an open world economy based on market 
principles” and to encourage “innovation in the marketplace.”* The G20’s 
affirmation of market-based principles in 2009 was consistent with the 
“Wall Street—Treasury Consensus” (also known as the “Washington 
Consensus”) of the 1990s. During that period, Robert Rubin, Lawrence 
Summers, and Alan Greenspan championed economic policies that 
discouraged “overregulation” of financial markets and promoted “free 
capital flows” across international borders, including international loans by 
global banks. 

During the 1990s, Rubin, Summers, and Greenspan encouraged the IMF 
to act as “international lender of last resort” for “crisis-afflicted countries.” 
The U.S. actively supported the IMF’s loan programs for distressed 
countries during the emerging market debt crises of the 1990s. IMF loans 
helped distressed countries to repay their foreign obligations, thereby 
reducing losses suffered by global banks. The IMF imposed strict austerity 
requirements (including smaller budget deficits and lower levels of foreign 
debt) on countries that accepted its loans. Rubin, Summers, and Greenspan 
invoked free-market principles to defend the IMF’s austerity requirements. 
However, the IMF loans they advocated provided “de facto bailouts” to 
global banks, thereby weakening market discipline over those institutions.° 

The G20’s reform agenda followed the Washington Consensus and the 
IMF loan programs of the 1990s by insisting that failures of G-SIBs and 
nonbank SIFIs must be avoided at all costs. In April 2009, the G20 pledged 
to “restore domestic lending and international capital flows” by taking “all 
necessary actions to ... ensure the soundness of systemically important 
institutions.”© The G20 viewed the survival of megabanks and large 
nonbank financial institutions (shadow banks) as a prerequisite for restoring 
domestic and international prosperity. The G20 never considered the 
possibility of breaking up the interlocking system of universal banks and 
shadow banks that financed the toxic credit bubble of the 2000s. The 
carefully limited scope of the G20’s reform agenda revealed that the pre- 
crisis status quo had powerful defenders and remarkable staying power, 
despite the massive costs that universal banks and shadow banks inflicted 
on governments and ordinary citizens during the financial crisis of 2007— 
09. 

In June 2009, the U.S. Treasury Department issued the Obama 
administration’s blueprint for financial reform. Treasury Secretary Timothy 


Geithner and National Economic Director Lawrence Summers took the lead 
in crafting Treasury’s plan, which incorporated the G20’s agenda and 
provided a template for the Dodd-Frank Wall Street Reform and Consumer 
Protection Act of 2010 (Dodd-Frank).’ Neither Treasury’s plan nor Dodd- 
Frank attempted to make any fundamental changes in the size or structure 
of the largest banks and nonbank financial companies. Geithner insisted that 
the only way to restore public confidence in the U.S. financial system was 
to ensure the survival of all major financial institutions, while improving 
their resilience and strengthening their oversight.® 

The congressional leaders who drafted Dodd-Frank—Senator 
Christopher Dodd and Congressman Barney Frank—agreed with the 
Obama administration that “it would be enough to put the financial sector 
under stricter rules, without trying to undo the two decades of growth and 
concentration that had transformed American finance.” Moreover, the stark 
realities of the “political money game”—in which the financial industry 
made huge contributions to friendly politicians and employed armies of 
lobbyists (including many former members of Congress)—meant that very 
few legislators were willing to challenge the status quo produced by the 
repeal of Glass-Steagall in 1999.9 

Title I of Dodd-Frank established the Financial Stability Oversight 
Council (FSOC) as an umbrella super-agency to identify and control 
systemic financial risks.‘° Title I authorizes FSOC to designate large, 
complex nonbank financial companies as nonbank SIFIs. It enables the Fed 
to impose stricter regulations on large banks and nonbank SIFIs, including 
stress tests and stronger capital and liquidity rules. Title I also requires large 
banks and nonbank SIFIs to submit plans (“living wills”) to the Fed and 
FDIC for their “orderly resolution in the event of material financial distress 
or failure.” 

Title II of Dodd-Frank created the Orderly Liquidation Authority (OLA) 
to handle failures of large bank holding companies and nonbank financial 
companies. The Treasury Secretary, with the Fed’s and FDIC’s concurrence 
and after consulting with the President, may establish an OLA receivership 
for a troubled financial company if the Secretary determines that (1) “no 
viable private sector alternative is available to prevent” the company’s 
failure, (2) the company’s resolution under other insolvency regimes (such 
as the federal Bankruptcy Code) would have “serious adverse effects on 


financial stability,’ and (3) appointing the FDIC as receiver for the 
company would “avoid or mitigate such adverse effects.” 

Title VII of Dodd-Frank prescribes standards for greater transparency in 
the pricing and trading of derivatives, and it also mandates stronger 
regulation of derivatives dealers and large end-users. Under Title VII, 
trading in “standardized” (non-customized) derivatives must occur on a 
designated contract market (DCM)—such as a swap exchange or a Swap 
execution facility—and those trades must be settled through a 
clearinghouse. Title VII mandates capital requirements, margin rules, and 
stress tests for DCMs and clearinghouses. Title VII directs the Commodity 
Futures Trading Commission and the Securities and Exchange Commission 
to prescribe margin rules and other prudential standards for cleared 
derivatives as well as customized derivatives that are traded in over-the- 
counter (OTC) transactions with dealers. All derivatives trades (whether 
cleared or conducted through OTC transactions) must be reported to swap 
data repositories.!° 

Section 956(b) of Dodd-Frank requires federal regulators to issue rules 
prohibiting compensation policies that encourage excessive risk-taking by 
executive officers, directors, and other key insiders of banks, securities 
broker-dealers, and other financial institutions.!* Title IV of Dodd-Frank 
requires advisers for hedge funds and private equity funds to register with 
the SEC and provide information to the SEC. Title [IV does not give the 
SEC direct regulatory authority over the activities of hedge funds and 
private equity funds, even though those funds are leading participants in the 
shadow banking system.!° 

Title X of Dodd-Frank established the Consumer Financial Protection 
Bureau (CFPB), despite the vehement opposition of megabanks and Wall 
Street. Killing the CFPB was the top priority for big financial institutions 
and their Republican allies. However, the CFPB’s supporters prevailed, due 
to Elizabeth Warren’s persuasive advocacy and strong support from 
President Obama, Senator Dodd, and Representative Frank. Title X 
provides the CFPB with broad rulemaking, examination, and enforcement 
powers to protect consumers of financial services. The CFPB’s supporters 
persuaded Congress that the new agency would be more effective in 
protecting consumers than the federal banking agencies had been during the 
toxic credit boom of the 2000s.'° 


The financial industry and its Republican allies could not defeat Dodd- 
Frank. However, the financial industry did block or weaken—often with the 
Obama administration’s help—several provisions that would have imposed 
stronger restrictions on the size and activities of financial giants. For 
example, Senators Sherrod Brown (D-OH) and Ted Kaufman (D-DE) co- 
sponsored an amendment to impose maximum size limits on financial 
institutions. The Brown-Kaufman amendment would have forced the six 
largest U.S. banks—JPMorgan Chase (JPMC), Bank of America (BofA), 
Citigroup, Wells Fargo, Goldman Sachs, and Morgan Stanley—to reduce 
their size substantially. ‘7 

Treasury Secretary Geithner urged Senator Kaufman to withdraw the 
proposed amendment. Geithner promised that federal regulators would 
force big banks to hold more capital. Kaufman replied, “What happens 
when we get a president who says, ‘no regulation’?” Geithner confidently 
predicted, “It’ll be hard for them to reverse the rules we put in place.” After 
extensive lobbying by Treasury officials together with megabanks and their 
political allies, the Senate rejected the Brown-Kaufman amendment by a 
vote of 61-33.18 

Former Fed Chairman Paul Volcker proposed that banks should be barred 
from holding ownership interests in hedge funds and private equity funds, 
and from engaging in “proprietary trading” in securities, commodities, or 
derivatives. Volcker wanted to stop banks from using FDIC-insured 
deposits and Fed discount window loans to fund their speculative 
investments and trades in financial instruments. He argued that proprietary 
investing and trading by banks represented an unfair and dangerous 
exploitation of their federal safety net subsidies. !9 

In January 2010, President Obama endorsed the “Volcker Rule” to rally 
public support for Dodd-Frank.*° The big-bank lobby vigorously attacked 
the Volcker Rule, and the Treasury Department provided only tepid support. 
The House-Senate conference committee on the Dodd-Frank Act 
substantially weakened the Volcker Rule. As enacted, the Volcker Rule 
allows banks to buy and sell financial instruments for the purpose of 
underwriting, “market making,” and “risk-mitigating hedging.” As 
discussed later, those three exempted activities are very difficult to 
distinguish in practice from prohibited proprietary trading. In addition, the 


Volcker Rule allows banks to invest up to 3% of their equity capital in 
minority interests in hedge funds and private equity funds.*! 

Senator Blanche Lincoln (D-AR) sponsored a “swaps push-out rule” to 
force banking organizations to transfer all of their derivatives to nonbank 
affiliates. Lincoln argued that the federal safety net should be protected 
from the risks of derivatives, and she repeated Volcker’s argument that 
banks should not be allowed to use FDIC-insured deposits and Fed discount 
window loans to finance speculative capital markets activities. The Senate 
adopted the Lincoln Amendment despite intense opposition from the big- 
bank lobby and the Obama administration. However, the House-Senate 
conference committee greatly reduced the scope of the amendment. As 
enacted, the provision applied only to equity derivatives, commodity 
derivatives, and uncleared credit default swaps, and even those types of 
derivatives were exempted if they were used for “risk-mitigating hedging.” 
Consequently, the Lincoln Amendment, as enacted, applied to less than 
10% of derivatives held by banks.*? 

FDIC Chairman Sheila Bair proposed that megabanks and nonbank SIFIs 
should pay risk-based assessments to pre-fund the Orderly Liquidation 
Fund (OLF). The OLF provides a backup source of funding for resolving 
failing financial giants that are placed in OLA receiverships. The House bill 
included Bair’s proposal and would have required megabanks, nonbank 
SIFIs, and large hedge funds to pay $150 billion of assessments over 
several years to pre-fund the OLF.”° 

Big banks and their Republican allies attacked the pre-funded OLF as a 
“bailout fund,” and Geithner and Summers joined in those attacks. As Bair 
pointed out, the “bailout fund” epithet was truly an “Orwellian” claim. Pre- 
funding the OLF would have forced megabanks, nonbank SIFIs, and large 
hedge funds to help cover the future costs of resolving troubled financial 
giants, instead of imposing those costs on taxpayers. Bair’s proposal also 
would have allowed the FDIC to discourage excessive risk-taking by 
imposing risk-adjusted OLF premiums on large financial firms. Megabanks 
and the Obama administration successfully blocked Bair’s proposal, and the 
OLF currently has a zero balance. As a result, future resolutions of financial 
behemoths will depend on loans from the Treasury Department, as 
explained later.** 


To implement the G20’s mandate for stronger capital and liquidity 
requirements, the Basel Committee on Bank Supervision adopted the Basel 
III international capital accord. Basel III established new risk-weighted and 
leverage capital requirements for G-SIBs and other internationally active 
banks. To meet Basel III’s risk-weighted standards, a bank must hold 
common equity Tier 1 capital equal to 4.5% of its risk-weighted assets 
(RWAs) plus a capital conservation buffer equal to 2.5% of its RWAs.”° 

Basel III imposes a capital surcharge on megabanks that have been 
designated as G-SIBs by the FSB. The FSB published a list of thirty G-SIBs 
in November 2019 that included eight U.S. banks, three U.K. banks, and ten 
Eurozone banks.*° The Basel III capital surcharge requires G-SIBs to hold 
additional common equity Tier 1 capital ranging from 1% to 2.5% of their 
RWAs, based on the FSB’s evaluation of each G-SIB’s systemic 
significance. In November 2019, the FSB determined that only one bank 
(JPMC) needed to satisfy a 2.5% capital surcharge, while the other twenty- 
nine G-SIBs are required to meet smaller surcharges ranging from 1% to 
2a." 

Basel III also includes a new leverage capital standard. The leverage 
standard requires each internationally active bank to hold total Tier 1 capital 
(including common equity Tier 1 capital, qualifying preferred stock, and 
“additional Tier 1 capital”) equal to 3% of its total (unweighted) assets. 
Beginning in 2022, each G-SIB must maintain an additional leverage buffer 
equal to its 3% base rate multiplied by one-half of its G-SIB capital 
surcharge rate. For example, JPMC will be required to hold total Tier 1 
leverage capital of 4.25% in 2022 (consisting of its 3% base rate plus a 
leverage buffer equal to one-half of its 2.5% G-SIB surcharge rate). In 
addition, U.S. G-SIBs must satisfy a higher leverage requirement. In 2014, 
federal bank regulators established a leverage capital standard of 5%—the 
highest leverage standard among major developed nations—for U.S. G- 
SIBs.78 

Basel III allows national authorities to impose a_ discretionary 
countercyclical capital buffer during economic expansions, and to reduce or 
eliminate that buffer during recessions. The countercyclical buffer is 
designed to force banks to build up larger capital cushions during favorable 
economic conditions as extra protection against failure during crises. France 


and the U.K. were the only large developed countries that required their 


banks to maintain countercyclical buffers in 2019.7? 

In sum, Basel III requires the largest global banks (G-SIBs) to hold 
common equity Tier 1 capital equal to about 10% of their RWAs and to 
maintain total Tier 1 capital between 4% and 5% of their unweighted total 
assets. Basel III is substantially stronger than Basel II, but many analysts 
view Basel III’s capital standards as far too low to prevent another financial 


crisis.°? Two Fed staff economists determined that Basel III’s capital 
surcharges for G-SIBs should be at least three times higher “to ensure the 
survival of G-SIBs through serious crises without extraordinary public 


assistance.”°! The Federal Reserve Bank of Minneapolis and numerous 
academic experts contend that G-SIBs should be required to hold Tier 1 
equity capital of more than 20% on a risk-weighted basis and at least 15% 
on a leverage basis. Anat Admati and Martin Hellwig maintain that 
leverage capital requirements for G-SIBs should be even higher, in the 
range of 25-30%.°? 

Basel III (like its predecessors) allows banks to apply a risk-weighted 
capital requirement of zero to their holdings of sovereign debt issued by 
their home countries. Basel III therefore allows banks to purchase large 
amounts of their home country’s sovereign debt without increasing their 
risk-weighted capital. That approach is frequently encouraged by their 
home country regulators, who face intense political pressures to help their 
governments finance big budget deficits. 

Large holdings of sovereign debt by banks frequently create a “doom 
loop” between the banks and their home countries. That doom loop arises 
for two reasons. First, a heavily indebted country has strong incentives to 
rescue its banks to avoid any liquidation of their bond portfolios, as such a 
liquidation would cause market values for the country’s outstanding bonds 
to fall sharply. Second, rescues of banks by a heavily indebted country are 
likely to trigger a sovereign debt crisis if the country issues large quantities 
of new bonds to pay for bailouts (as Ireland did) or loses access to 
international bond markets (as Greece did). In December 2017, the Basel 
Committee released a discussion paper requesting comments on possible 
approaches for assigning higher risk weights to bank holdings of home 
country sovereign debt. However, the Basel Committee did not adopt any of 
the suggested approaches. Consequently, Basel III does not prevent the 


continued existence of doom loops between undercapitalized banks and 
their heavily indebted home countries.*° 

Financial giants have repeatedly arbitraged risk-weighted capital 
requirements by using their internal risk models to reduce their RWAs 
(thereby reducing the denominator of their risk-weighted capital 
requirements). More than twenty megabanks and large securities firms 
failed or received bailouts on both sides of the Atlantic after they reported 
risk-weighted capital ratios that exceeded Basel II’s standards. A 2017 
study determined that megabanks were especially likely to manipulate their 
risk models and understate the risks of their trading portfolios when they 
had “lower equity capital, as well as during periods of high systemic 
stress.” Basel III limits, but does not eliminate, the ability of megabanks to 
arbitrage their RWAs by using internal risk models.** As Patrick Jenkins 
explained, “Many banks have responded to the higher post-crisis regulatory 
capital demands by engaging in ‘capital optimisation’ programmes—a 
euphemism for tweaking [internal] models so that loans look less risky and 
thus attract as little capital as possible.”°° 

Megabanks can manipulate their leverage capital requirements by 
investing in riskier assets, shifting assets to off-balance-sheet conduits, and 
postponing recognition of losses on assets. Several large international banks 
either failed or received bailouts during the financial crisis after reporting 
leverage ratios above 7%.°° However, leverage capital requirements have 
generally been more effective than risk-weighted capital standards in 
restraining risk-taking by megabanks, as leverage requirements cannot be 
arbitraged by internal risk models.°*” 

The greater binding effect of leverage capital requirements is indicated 
by the fact that, since the financial crisis, megabanks have increased their 
risk-weighted capital ratios to a much greater degree than their leverage 
capital ratios. According to the IMF, G-SIBs increased their average ratio of 
Tier 1 equity to RWAs by more than 5% between 2010 and 2017, while 
their average ratio of Tier 1 equity to total assets rose by only 1% during the 
same period. Similarly, the ratio of common equity to total assets for G- 
SIBs was only about 1% higher in 2017 than it was in 2003.°° 

In June 2017, the average reported Basel III leverage capital ratio was 
6.95% for U.S. G-SIBs and 4.78% for G-SIBs headquartered in the U.K. 
and other EU nations.*? Those ratios were far below the 15% level 


recommended by the Minneapolis Fed and many experts, and also below 

the 7—-8% level at which several large international banks failed during the 
‘oie 40 

crisis. 


Unfortunately, the mid-2017 capital ratios for G-SIBs marked the high- 
water mark for post-crisis efforts to force U.S. and European megabanks to 
increase their capital. The Fed applied relatively tough annual stress tests 
from 2009 to 2016, during President Obama’s tenure. Those tests compelled 
U.S. G-SIBs to retain most of their earnings to build sufficient capital levels 
to satisfy the Fed’s scenarios for heightened financial and economic stress. 

The lineup of senior federal banking regulators changed rapidly after 
President Trump took office in January 2017. Trump appointed Jerome 
Powell as the Fed’s Chairman, Randal Quarles as the Fed’s Vice Chairman 
for Supervision, and Richard Clarida as the Fed’s other Vice Chairman. 
Trump also appointed Joseph Otting as Comptroller of the Currency and 
Jelena McWilliams as the FDIC’s Chairman. Those Trump-appointed 
regulators allowed megabanks to stop raising their capital levels. 

In 2017 and 2018, Trump-appointed members of the Fed relaxed the 
stress tests and permitted big banks to distribute 100% or more of their 
earnings to shareholders. As a result, the risk-weighted and leverage capital 
ratios for U.S. G-SIBs and other large U.S. banks remained stagnant or 
declined slightly after 2017. A similar pattern emerged in Europe, as the 
risk-weighted and leverage capital ratios for large European banks showed 
very little growth after 2017.4! 

In November 2018, Fed vice chairman Quarles proposed that the Fed 
should provide “additional transparency” to big banks by disclosing more 
information in advance about the Fed’s annual stress tests, including the 
Fed’s “stress test scenarios” and “models.” A prominent bank analyst stated 
that Quarles’ proposal—which the Fed adopted in March 2019—would 
“permit mega banks to boost distribution levels while reducing the risk of 
an unexpected” failure in their stress tests.4+ 

In defending his “transparency” plan, Quarles stated that U.S. megabanks 
were “healthy and profitable.” Accordingly, he believed that big banks 
could “appropriately and safely tend to distribute much or all of [their] 
income in any given year.” Quarles’ speech clearly signaled his view that 


capital levels for U.S. G-SIBs did not need to rise any further.*° In contrast, 
former Fed Governor Daniel Tarullo (appointed by President Obama) 
criticized the Fed’s decision to provide more advance disclosures about its 
stress test scenarios and models. He warned that such disclosures would 
help megabanks to “reverse-engineer the models” and thereby weaken the 
stress tests’ effectiveness. 

In February 2019, Fed chairman Jerome Powell told the House Financial 
Services Committee that “the overall level of capital, particularly at the 
largest firms, is about right.”*° Following the completion of its 2019 stress 
test, the Fed permitted the eighteen largest U.S. banks to distribute more 
than 100% of their expected earnings to shareholders through dividends and 
stock buybacks.*° Thus, the Fed has allowed megabanks to stop increasing 
their capital levels and pay out 100% or more of their earnings since 
President Trump took office.*” That pattern unfortunately resembles the 
behavior of the heedless grasshopper rather than the diligent ants in Aesop’s 
fable.*8 

In March 2019, Powell, Quarles, and Clarida rejected proposals by Fed 
Governor Lael Brainard (appointed by President Obama) and five regional 
Federal Reserve Bank Presidents to establish a countercyclical capital 
buffer. The proposed buffer would have required large U.S. banks to follow 
the example of Aesop’s ants and increase their risk-weighted capital ratios 
while economic conditions remained favorable. The banking industry 
strongly opposed any countercyclical buffer, and the three Trump-appointed 
Fed members agreed it was unnecessary.*? Senator Sherrod Brown 
criticized the Fed for failing to implement a countercyclical buffer “to 
strengthen the resiliency of our financial system” against the risk of a future 
economic downturn.” 


Basel III implemented the G20’s mandate for stronger liquidity 
requirements by establishing two new liquidity standards. The liquidity 
coverage ratio (LCR) requires banks to hold enough high-quality liquid 
assets—assets that can quickly be converted into cash—to meet their 
projected liquidity needs for a thirty-day period under stressed financial 
conditions. The net stable funding ratio (NSFR) requires banks to maintain 
enough medium- and long-term sources of funding—including equity 


capital and long-term debt—to meet their estimated liquidity needs for one 


year.>! 


Average LCR and NSFR ratios for large U.S. and European banks rose 
substantially between 2012 and 2017. However, both ratios stopped rising 
in 2017 for large U.S. banks and declined slightly or remained stagnant in 
2018 and 2019. Similarly, LCR and NSFR ratios for large European banks 
showed very little growth after 2017. Only about half of the twenty-four 
nations that are members of the Financial Stability Board have fully 
implemented Basel III’s NSFR standards, and the U.S. is one of the 
laggards in that regard.°¢ 

In October 2019, the three Trump-appointed members of the Fed 
approved new regulations that significantly reduced LCR requirements for 
large U.S. banks other than G-SIBs. The new rules eliminated LCR 
requirements for banks with assets between $100 billion and $250 billion, 
and they cut LCR requirements by 15% for banks with assets between $250 
billion and $700 billion. As a practical matter, the new rules have reduced 
mandatory liquidity levels by about $200 billion for large U.S. banks other 
than G-SIBs. Fed Governor Lael Brainard opposed the new rules because 
they “weaken core safeguards against the vulnerabilities that caused so 
much damage in the [financial] crisis.”°° 

In sum, the post-crisis trend of requiring megabanks to increase their 
capital and liquidity effectively ended on both sides of the Atlantic in 2017. 
Given the lack of regulatory will to enforce higher capital and liquidity 
standards, Basel III will not be strong enough to prevent future financial 
crises. As shown above, Basel III’s capital standards are much too low in 
light of our experience with large U.S., U.K., and EU financial institutions 
that failed during the financial crisis. In addition, large financial institutions 
have repeatedly arbitraged and evaded capital requirements since the 1980s, 
and regulators have often failed to enforce those requirements in a timely 
and effective manner.“ 

The erosion of regulatory will to impose stronger capital and liquidity 
standards under Basel III matches the predictions of John Coffee’s 
“regulatory sine curve” theory as well as Erik Gerding’s “regulatory 
instability” hypothesis. As Coffee and Gerding have shown, policymakers 
and regulators are likely to roll back post-crisis reforms as the adverse 
impacts of a financial crisis recede from the public’s consciousness, and as 


the financial industry’s lobbying efforts become more intense and 
effective.°° 

In October 2018, the IMF cautioned that “reform fatigue and rollback 
pressures [are] already visible” as “memories of the global financial crisis 
fade.”°© At the annual meeting of the Institute of International Finance in 
October 2019, Germany’s top bank regulator warned that policymakers 
were being “pushed into a new cycle of downward regulation,” which was 
“planting the seeds for the next financial crisis.” At the same meeting, 
senior global bank executives called for regulatory “balance” that would 
give them more “capacity to run their businesses.” Citigroup chairman (and 
former Comptroller of the Currency) John Dugan stated, “You can go too 
far (with regulation), the returns can become quite diminished.”°” 

The following section highlights several areas in which U.S. 
policymakers and the financial industry have already eliminated or 
undermined key reforms mandated by the Dodd-Frank Act since its 
enactment in 2010. 

Ending designations of nonbank SIFIs: In 2013, the Financial Stability 
Oversight Council designated three large nonbanks—AIG, GE Capital, and 
Prudential Insurance—as systemically important nonbank financial 
institutions (nonbank SIFIs). As a result of FSOC’s designations, all three 
companies became subject to enhanced regulation by the Fed (including 
capital and liquidity requirements and resolution planning) under Title I of 
Dodd-Frank. In 2016, FSOC agreed to remove GE Capital’s designation 
after GE Capital divested several business lines and reduced its size by 
more than half to diminish its systemic importance. 

In 2014, FSOC designated MetLife as a fourth nonbank SIFI. MetLife 
sued FSOC to overturn that designation, and a federal district court upheld 
MetLife’s challenge in 2016. In 2017—after President Trump appointed 
Steven Mnuchin as Treasury Secretary and FSOC chair—FSOC withdrew 
its appeal of the district court’s decision and allowed that decision to 
become final. Under Mnuchin’s leadership, FSOC also rescinded the 
designations of AIG and Prudential. Consequently, not a single nonbank 
SIFI remained subject to Fed supervision at the end of 2018.°8 

In March 2019, FSOC issued proposed guidance to govern future 
designations of nonbank SIFIs. Under the proposed guidance, FSOC would 
designate a nonbank SIFI only after completing a rigorous cost-benefit 
analysis, and only after determining that it would not be possible to control 


identified systemic risks by regulating activities instead of individual 
companies. The proposed guidance strongly indicates that FSOC does not 
intend to make any future designations of nonbank SIFIs. Such an outcome 
would ignore (1) the enormous threats that large securities firms and AIG 
posed to the global financial system during the financial crisis of 2007-09, 
and (2) the continuing systemic risks created by large nonbank financial 
institutions, including leading insurance companies and major private 
equity firms.°° 

Repealing the Lincoln Amendment and _ weakening derivatives 
regulation: In December 2014, the big-bank lobby won a major victory 
when Congress repealed almost all of the Lincoln Amendment. Megabanks 
and their Republican allies attached the repeal provision to a year-end 
appropriations bill. The Obama administration accepted that provision, due 
in part to the administration’s long opposition to the Lincoln Amendment. 
The repeal provision gutted the amendment by reducing its coverage to less 
than 0.2% of all derivatives held by major banks. The repeal of the Lincoln 
Amendment permits large financial holding companies to conduct virtually 
all of their derivatives activities within their subsidiary banks, which enjoy 
the largest federal safety net subsidies and the lowest cost of funding within 
their respective holding company structures.°° 

The big-bank lobby scored another triumph—and significantly weakened 
Dodd-Frank’s derivatives reforms—by convincing the CFTC to include a 
large loophole in a 2013 derivatives rule. Under that loophole, derivatives 
held by foreign subsidiaries of U.S. banks are not subject to regulation by 
the CFTC as long as the derivatives are not expressly guaranteed by the 
parent U.S. banks. The largest U.S. banks have exploited the loophole by 
transferring large volumes of their derivatives contracts to foreign 
subsidiaries while removing explicit guarantees from those contracts. 
However, parent U.S. banks remain exposed to significant legal and 
reputational risks because many customers expect that parent banks will 
stand behind their foreign subsidiaries’ contracts. A recent study found that 
U.S. megabanks have engaged in “regulatory arbitrage” by shifting larger 
shares of their derivatives contracts to foreign subsidiaries located in 
jurisdictions with weaker oversight regimes for derivatives.°! 

In October 2019, Trump-appointed bank regulators proposed a new rule 
that would repeal a key Dodd-Frank reform and generate a significantly 
higher risk of losses for large banks engaged in derivatives activities. The 


proposed rule would rescind a regulation adopted in 2015 that requires 
nonbank affiliates to post collateral (margin) when they enter into 
derivatives contracts with affiliated banks. Removing that collateral 
requirement would allow nonbank affiliates to avoid posting about $40 
billion of collateral for their derivatives contracts with affiliated banks. The 
elimination of that collateral requirement would expose big banks—as well 
as the FDIC and taxpayers—to substantial losses if nonbank affiliates 
default on their derivatives. Thus, like the repeal of the Lincoln 
Amendment, the proposal to rescind the affiliate margin requirement would 
save large financial holding companies tens of billions of dollars while 
imposing significantly higher risks on the FDIC and taxpayers. 

Weakening systemic risk protections: The financial industry achieved 
another significant legislative victory when Congress passed a “regulatory 
relief” bill in May 2018. The 2018 law effectively removes large banks with 
assets between $50 billion and $250 billion from the Fed’s enhanced 
regulatory powers under Title I of Dodd-Frank. The new law also 
authorizes the Fed to “tailor’—properly translated as “weaken”—Title I’s 
requirements for even bigger banks. The Trump-appointed members of the 
Fed relied on their new “tailoring” authority when they reduced liquidity 
requirements by 15% for banks with assets between $250 and $700 
billion.°? The 2018 “regulatory relief” law and the Fed’s reduction of 
liquidity requirements ignored the fact that several deeply troubled U.S. 
financial institutions with assets between $100 billion and $700 billion— 
Bear Stearns, Countrywide, GE Capital, GMAC, Lehman Brothers, 
National City Bank, and Washington Mutual—posed major systemic threats 
to U.S. financial markets during the financial crisis.©* 

Undermining the Volcker Rule: The big-bank lobby has conducted a 
determined campaign to undermine the Volcker Rule since it was enacted as 
Section 619 of the Dodd-Frank Act in 2010. Aggressive lobbying by 
megabanks delayed the adoption of implementing regulations until 
December 2013. Those regulations were highly complex, due in part to 
demands by the big-bank lobby for dozens of safe harbors defining the 
activities permitted for banks under the Volcker Rule’s exemptions for 
underwriting, market-making, and risk-mitigating hedging. Those exempted 
activities are notoriously difficult to distinguish in practice from the Volcker 
Rule’s prohibition on proprietary trading.°° 


In June 2017,Treasury Secretary Mnuchin issued a report that criticized 
the Volcker Rule for being “unnecessarily burdensome,” and he called for 
changes to “simplify” the rule. In May 2018, Trump-appointed federal 
regulators proposed new regulations to reduce the Volcker Rule’s 


“compliance burdens.”°° As adopted in October 2019, the new regulations 
significantly weaken the Volcker Rule in several ways. First, the new 
regulations removed a previous rebuttable presumption, which treated 
matching buy-and-sale trades by a bank for its own account as forbidden 
proprietary trading if those trades occurred within a period of sixty days. 
Second, the new regulations add a new rebuttable presumption, which treats 
matching buy-and-sale trades occurring more than sixty days apart as not 
constituting proprietary trading. 

Third, the new regulations substantially reduce the coverage of the 
Volcker Rule by eliminating its application to all bank assets valued on a 
mark-to-market basis that are not held in the bank’s trading account. That 
change removes about one-quarter of mark-to-market assets held by 
banking organizations from the Volcker Rule’s coverage. Fourth, the new 
regulations eliminate previous quantitative tests for applying the 
underwriting, market-making, and hedging exemptions. Instead, the new 
regulations establish much more lenient qualitative standards for applying 
those exemptions and allow banks to satisfy those standards based on their 
internal policies and procedures. 

Two Obama appointees—FDIC Director and former Chairman Martin J. 
Gruenberg and Fed Governor Lael Brainard—opposed the new regulations 
and warmed that they would seriously undermine the Volcker Rule’s 
effectiveness. A Moody’s analyst concluded that the new regulations would 
provide “an opportunity for some banks to take more risk, creating a credit 
negative for the industry.”°” 

Hamstringing the CFPB: The CFPB has been the target of repeated 
attacks by the financial industry and the Trump administration since it was 
created by the Dodd-Frank Act. In 2017, the Republican-controlled 
Congress overturned a CFPB regulation that barred mandatory arbitration 
clauses in consumer financial contracts. The House of Representatives also 
passed bills to repeal the CFPB’s examination authority, reduce its 
rulemaking and enforcement powers, eliminate its guaranteed funding from 
the Fed, give Congress full control over its budget, and allow the President 
to remove its Director without cause. The Senate failed to act on those 


proposals, and the Democratic Party captured control of the House in the 
2018 midterm elections. It is therefore unlikely that Congress will pass 
similar legislation in 2020.8 

Thus, the CFPB’s opponents achieved only limited success in Congress. 
President Trump produced more dramatic results by installing former 
Congressman John “Mick” Mulvaney (R-SC) as the CFPB’s Acting 
Director in 2017. Mulvaney—who was already serving as Director of the 
Office of Management and Budget (OMB)—received large campaign 
contributions from payday lenders during his tenure as a congressman. He 
described the CFPB as a “sad, sick joke,” and he delayed the 
implementation of three major rules approved by his Obama-appointed 
predecessor, Richard Cordray. One of those rules would have mandated 
significant new consumer protections for payday loans. Mulvaney also 
drastically reduced the CFPB’s examination and enforcement activities.°° 

In December 2018, the Senate confirmed Kathleen Kraninger as the 
CFPB’s new Director. Kraninger served as Mulvaney’s deputy at OMB, and 
she had no prior experience dealing with bank regulatory or consumer 
protection issues. In February 2019, Kraninger suspended the 
implementation of Cordray’s payday lending rule, and she also proposed 
amendments that would remove several of its most important protections.”” 
Kraninger also followed Mulvaney’s lead by greatly decreasing the volume 
of the CFPB’s enforcement actions, compared with the agency’s previous 
enforcement record under Cordray.’! 

President Trump promised to “[do] a big number on Dodd-Frank” shortly 
after he became president.’* The Trump administration has not succeeded 
with most of its efforts to repeal core provisions of the Dodd-Frank Act, and 
the Democratic Party’s control of the House of Representatives will 
probably block further repeal efforts through the end of 2020. However, as 
has already been shown, Congress and Trump-appointed regulators have 
eliminated or undermined several of Dodd-Frank’s key mandates. Most of 
Dodd-Frank’s provisions rely on implementation by financial regulators, 
and those provisions can therefore be eroded further by new rules issued by 
Trump-appointed regulators. ”° 

In addition, the Obama administration did not complete several very 
important regulations mandated by Dodd-Frank, including (1) a rule 
requiring the Fed to apply “early remediation” measures (prompt corrective 


action) against large bank holding companies and nonbank SIFIs that are 
undercapitalized or have other serious problems, and (2) a regulation 
prohibiting compensation policies that encourage excessive risk-taking by 
bank executives and other key insiders.”* The unfinished implementation of 
Dodd-Frank and the continuing erosion of its mandates make clear that 
Dodd-Frank does not provide an adequate response to the dangers posed by 
universal banks and shadow banks. 


The U.S., U.K., and EU have emphasized the importance of preventing 
future publicly financed bailouts of systemically important financial 
institutions (SIFIs), thereby ending their “too big to fail” (TBTF) status.” 
To achieve that goal, the U.S., U.K., and EU have established new regimes 
for resolving troubled SIFIs. The new resolution regimes are ostensibly 
designed to operate without using public funding. As described earlier, the 
U.S. established the Orderly Liquidation Authority under Title II of Dodd- 
Frank. In 2014, the EU promulgated the Bank Recovery and Resolution 
Directive (BRRD). The BRRD created the Single Resolution Mechanism 
(SRM) for large Eurozone banks, administered by a Single Resolution 
Board (SRB). The EU also authorized the European Central Bank to 
supervise large Eurozone banks. The U.K. enacted bank resolution 
legislation in 2009 and subsequently amended that legislation to bring it 
into conformity with the BRRD.”° 

The new resolution regimes in the U.S., U.K., and EU attempt to solve 
two major problems that are very likely to arise in resolving the failure of a 
SIFI with international subsidiaries. First, the resolution should provide 
adequate funding to support the continued operations of the principal 
subsidiaries of the failed SIFI. Second, the resolution should enable the 
home country supervisor of the SIFI’s parent holding company to manage 
the SIFI’s failure without requiring the cooperation of host country 
supervisors of the SIFI’s foreign subsidiaries. The Financial Stability Board 
and financial regulators in the U.S. and U.K. jointly developed a “single 
point of entry” (SPOE) resolution strategy to address both challenges. That 
strategy relies on funding provided by “total loss-absorbing capacity” 
(TLAC) in the form of equity and long-term debt securities issued by each 
SIFI’s top-tier holding company. 


Under the SPOE approach, the resolution authority will restructure only 
the top-tier holding company of a failed SIFI and will keep its principal 
subsidiaries in operation. The holding company’s TLAC equity securities 
will be written off, and its TLAC debt securities will be converted into 
equity to recapitalize the SIFI’s subsidiaries. The resolution authority will 
then transfer the subsidiaries from the original parent holding company to a 
new “bridge financial company” (BFC). Following that transfer, the 
resolution authority will either sell the BFC and its subsidiaries to another 
large financial institution or launch the BFC and its subsidiaries as a new 
financial holding company. 

Thus, under the SPOE-TLAC strategy, a failed SIFI’s principal 
subsidiaries (including banks and securities broker-dealers) will be kept in 
operation, and their creditors will not suffer any losses. Regulators hope 
that short-term creditors of those subsidiaries (including uninsured 
depositors, repo lenders, commercial paper holders, and derivatives 
counterparties) will not engage in panicked runs because they will receive 
full protection. The home country supervisor of the SIFI’s parent holding 
company will maintain sole control over its resolution because the holding 
company will be the only entity placed in receivership. In theory, the home 
country supervisor will be able to complete the resolution without needing 
any approvals from regulators or courts in other countries where the SIFI’s 
subsidiaries conduct business.’” 

Despite the claimed advantages of the SPOE-TLAC strategy, it is not 
likely to work during a systemic financial crisis. Regulators have made a 
very serious mistake by allowing SIFIs to rely on long-term debt securities, 
instead of equity stock, as their primary form of TLAC funding. Under the 
Fed’s current TLAC rules, U.S. G-SIBs are permitted to operate with a Tier 
1 leverage equity ratio of only 5%. They can satisfy the rest of their TLAC 
leverage requirement by issuing long-term debt securities. Other developed 
nations allow their G-SIBs to rely even more heavily on long-term debt.”® 

Due to regulators’ very heavy reliance on TLAC debt, the SPOE-TLAC 
strategy depends on the ability of regulators to recapitalize a failed SIFI’s 
important subsidiaries by “bailing in” the parent holding company’s TLAC 
debt, either through write-offs or through conversions into equity. For 
example, the EU’s BRRD mandates that bail-in debtholders must incur 
large losses (equal to at least 8% of the bank’s risk-weighted assets) when a 
large Eurozone bank is rescued. However, past financial crises have 


demonstrated that equity capital is a far more resilient and effective 
resource for absorbing losses from bank failures, compared with hybrid or 
convertible instruments like bail-in debt.” 

SPOE-TLAC’s reliance on “bail-in” TLAC debt is likely to be a fatal 
flaw. Regulators do not want SIFIs to sell their TLAC debt to other SIFIs. 
Cross-holdings of TLAC debt among SIFIs would create a dangerous web 
of interdependence and contagion, as the collapse of one SIFI could cause 
serious losses for other SIFIs that own its TLAC debt. In 2016, the Basel 
Committee called upon its member nations to adopt strong capital penalties 
to discourage banks from holding TLAC debt issued by other banks.®° Paul 
Tucker, a former Deputy Governor of the Bank of England and one of 
SPOE’s leading architects, warned global financial regulators in 2018 that 
they should also impose strict limits on investments in TLAC debt by 
nonbank SIFIs, such as large insurance companies and leading money 
market mutual funds.°*! 

Hedge funds are another group of potential buyers for TLAC debt 
securities. However, many hedge funds rely on large global banks for credit 
under “prime brokerage” relationships. Imposing “bail in” losses on TLAC 
debt held by hedge funds could trigger loan defaults by those funds, thereby 
inflicting serious losses on big banks. Regulators are therefore likely to 
discourage megabanks from selling large amounts of their TLAC debt to 
hedge funds.®* 

To avoid the foregoing problems, regulators have encouraged megabanks 
to sell most of their TLAC debt securities to mutual funds and pension 
funds.®* As a practical matter, sales of TLAC debt to mutual funds and 
pension funds shift the future costs of rescuing megabanks from taxpayers 
to individual savers and pensioners. Regulators evidently view savers and 
pensioners as politically expedient target groups for bearing losses from 
megabank failures. That view seems to be based on the assumption that 
Savers and pensioners will not have enough political clout to stop regulators 
from bailing in TLAC debt when megabanks fail. 

If that is in fact the assumption behind the SPOE-TLAC strategy, it is 
severely mistaken. As described earlier, the SPOE-TLAC strategy will keep 
all important subsidiaries of failing financial giants in operation during 
SPOE resolutions, thereby providing full protection to the subsidiaries’ 
short-term creditors. Those short-term creditors will include Wall Street 


investors like uninsured institutional depositors, repo lenders, institutional 
holders of commercial paper, and derivatives counterparties. Protecting 
Wall Street investors while inflicting losses from megabank failures on 
ordinary investors whose mutual funds and pension funds hold TLAC debt 
will be highly controversial as a political matter. I agree with Avinash 
Persaud that “pushing pensioners [and savers] under the bus” to save short- 
term Wall Street creditors will be no more palatable than forcing taxpayers 
to finance bailouts of megabanks.®* 

Thus, regulators will almost certainly face vehement political opposition 
if they try to impose large losses on mutual funds and pension funds that 
hold TLAC debt issued by failed SIFIs. Recent events have shown that 
imposing losses on retail bondholders in failed banks is just as “politically 
explosive” as forcing taxpayers to cover the cost of bailouts.®° In addition, 
inflicting losses on bondholders is very likely to trigger panicked fire sales 
among holders of bail-in debt securities issued by other large banks that are 
viewed as troubled institutions. The market for European bail-in bonds was 
severely shaken by a cascade of selling in 2016, caused by investor 
concerns about the safety of bail-in bonds issued by Deutsche Bank and 
other weak European banks.®° 

In December 2015, Italy’s government provoked a political firestorm by 
inflicting losses on individual holders of bail-in bonds issued by four failed 
Italian banks. Similarly, institutional bondholders filed lawsuits after (1) 
Portugal imposed losses on bail-in bonds issued by a large failed bank 
(Novo Banco) in 2016, and (2) the EU’s Single Resolution Board (SRB) 
imposed losses on bail-in bonds as part of its emergency sale of Banco 
Popular to Santander in 2017. As a result of the intense controversies 
surrounding those transactions, the SRB has not forced bail-in bondholders 
to absorb losses since the Banco Popular sale.®” 

In mid-2017, Italy recapitalized Monte dei Paschi di Siena and provided 
financial support for Banca Intesa Sanpaolo’s acquisitions of two troubled 
banks. The EU permitted Italian regulators to complete those rescues 
without inflicting losses on bondholders of the restructured banks. In 2019, 
the EU allowed Italian authorities to prop up Banca Carige and German 
officials to rescue Nord LB without imposing losses on bondholders of 
either bank. All of the foregoing rescues skirted the BRRD’s bail-in 
mandate and severely undermined its credibility.°° In December 2019, the 


Financial Times charged European authorities with “behaving like addicts 
unable to kick their habit” because they were “returning to their harmful 
practice of making taxpayers pay for bankers’ and investors’ poor lending 
choices.””°9 

The EU’s recent de facto waivers of the BRRD’s bail-in mandate 
demonstrate that public officials will find it extremely difficult to inflict 
large losses on retail owners of TLAC debt. As a result, taxpayers remain 
on the hook for financing future rescues of failed financial giants. The 
continued exposure of taxpayers also arises from the fact that the SPOE- 
TLAC strategy depends crucially on the availability of public funding to 
cover the liquidity needs of operating subsidiaries of failing SIFIs until the 
resolution has been completed. 

Converting the bail-in TLAC debt of a SIFI’s holding company into 
equity stock would reduce the extent of its insolvency, but only from an 
accounting standpoint. Such conversions would not provide any new liquid 
funds to the SIFI’s distressed operating subsidiaries. A failing SIFI would 
almost certainly lack enough liquidity reserves to support its subsidiaries 
because the SIFI would have to be insolvent (or nearly so) to justify an 
OLA receivership or a comparable resolution under U.K. or EU law. 

In addition, a failing SIFI (or its successor BFC) would be very unlikely 
to attract significant new equity or debt funding from private investors or 
lenders, particularly during a financial crisis. Accordingly, the resolution 
authority would have to draw on public funding from the central bank or 
another government agency to furnish the liquidity needed by the SIFI’s 
subsidiaries. For example, the FDIC and the Fed provided large amounts of 
funding to support the operations of Continental Illinois after they bailed 
out the troubled megabank in 1984.°° 

The Orderly Liquidation Fund, which is administered by the Treasury 
Department, provides the primary backup source of funding for an OLA 
receivership in the U.S. As previously discussed, the big-bank lobby, its 
Republican allies, and the Obama administration defeated efforts to require 
large financial institutions to pay risk-based premiums to pre-fund the OLF. 
Consequently, the OLF has a zero balance, and the FDIC will be forced to 
rely on Treasury-approved OLF loans whenever the assets of a failed SIFI 
do not cover its resolution costs.?! 

The FDIC is required to impose special assessments on large financial 
companies to repay Treasury’s OLF loans over a five-year period. However, 


the FDIC (with the Treasury Secretary’s approval) can postpone such 
assessments and extend OLF loans indefinitely if such postponements are 
necessary “to avoid a serious adverse effect on the [U.S.] financial system.” 
During a financial crisis—when many large financial institutions are likely 
to face serious problems—the FDIC and Treasury would have very strong 
incentives to postpone assessments and extend the repayment period for 
OLF loans far beyond their presumptive five-year term. Under those 
circumstances, OLF loans would become long-term, Treasury-financed 
(and taxpayer-backed) bridge loans. Those long-term loans would protect 
short-term Wall Street creditors of failed SIFIs from suffering any losses, as 
explained previously. Critics would justifiably view such long-term loans as 
publicly financed bailouts.?7 

It is also highly doubtful whether the SPOE approach can successfully 
resolve failures of global SIFIs with extensive cross-border operations. 
During a future systemic crisis, at least some host country regulators would 
probably decide to “ring-fence” the assets of local subsidiaries of a failed 
SIFI to preserve those assets for claims asserted by their local consumers 
and businesses. Host country regulators repeatedly ring-fenced local assets 
of failing multinational SIFIs during 2008 and 2009. The threat of ring- 
fencing would make it very difficult for a SIFI’s home country supervisor to 
complete an SPOE resolution without at least the tacit cooperation of host 
country regulators of the SIFI’s significant foreign subsidiaries.*° 

In October 2018, the IMF acknowledged that “cross-border resolution 
remains an important gap ... there is a need for greater coordination and 
planning in how cross-border resolution for G-SIBs would be conducted.”** 
A month earlier, the Group of 30—a body composed of former central 
bankers, former senior regulators, and top bank executives—reported that 
“there is a significant weakness in the collective ability [of home and host 
country regulators] to manage the cross-border failure of a large 
multinational institution (let alone several large multinational 
institutions).”?° 

SPOE-TLAC is a highly theoretical strategy that has never been tested 
during a major financial crisis. It might possibly succeed in resolving the 
failure of a single SIFI during relatively benign economic conditions. 
However, megabanks typically do not become financially distressed for 
idiosyncratic reasons. Most megabanks follow similar business strategies 
and have highly correlated risk exposures in the capital markets. As a result, 


financial giants are likely to suffer simultaneous and highly contagious 
losses during a systemic crisis, as was true during the banking crises of 
1982-91 and 2007-09. When one megabank reaches the brink of 
insolvency during a crisis, several others will almost certainly be close 
behind. SPOE-TLAC is very unlikely to work under those circumstances.*° 

For all of the foregoing reasons, Stephen Lubben and I have argued that 
SPOE-TLAC does not provide a feasible approach for avoiding publicly 
funded bailouts of megabanks.9’ Pledges of “no more bailouts” by 
government officials are simply not credible after the events of 2007-09. 
Policymakers and regulators in the U.S., U.K., and EU authorized massive 
bailouts and protected all creditors of troubled SIFIs after they witnessed 
the devastating creditor runs triggered by the failures of Lehman Brothers 
and Washington Mutual. Based on his experiences as Assistant Treasury 
Secretary during the financial crisis, Neel Kashkari concluded that it is not 
realistic to expect “in the middle of economic distress ... that the 
government will start imposing losses on debt holders [of megabanks], 
potentially increasing fear and panic among investors.””° 


Many analysts agree with Kashkari that bailouts of large, troubled financial 
institutions are inevitable during systemic crises.2? Some experts maintain 
that the only practical way to avoid bailouts is to make sure that systemic 
crises never occur. Accordingly, they argue that governments and central 
banks must be prepared to provide a comprehensive backstop for the entire 
financial system—an approach that goes far beyond the traditional role of 
central banks as lenders of last resort for the banking industry. Their 
recommendations focus on vulnerabilities in the shadow banking system, 
where nonbank financial firms rely on repos, commercial paper, and other 
uninsured short-term liabilities to finance longer-term loans. As shown 
during the financial crisis of 2007-09, holders of uninsured short-term 
liabilities in the shadow banking system are very likely to engage in 
contagious, destabilizing runs whenever they perceive the threat of a serious 
crisis.” 

Perry Mehrling contends that the Fed should act as “dealer of last resort” 
during a potential crisis by purchasing or guaranteeing financial assets that 
are used as collateral in shadow banking transactions. Eric Posner maintains 


that Congress should give the Fed even broader crisis-fighting powers, 
including the authority to provide unsecured loans to nonbank firms and to 
exercise regulatory control over nonbank firms that borrow from the Fed. 
Kathryn Judge recommends that Congress should authorize the Treasury to 
act as “guarantor of last resort” during threatened crises by issuing 
guarantees for designated classes of financial instruments (including 
uninsured short-term liabilities of shadow banks). Jeffrey Manns proposes 
that Congress should create a Federal Government Investment Corporation, 
which would act as “investor of last resort” by purchasing equity interests 
in troubled SIFIs during serious financial disruptions.!°! 

The principal architects of the response to the last crisis—Ben Bernanke, 
Tim Geithner, and Hank Paulson—emphatically agree that federal agencies 
should have open-ended authority to prevent financial disruptions from 
becoming systemic crises. They have criticized the Dodd-Frank Act for 
cutting back on authorities that the Fed, FDIC, and Treasury used to prop 
up the entire financial system (including shadow banking markets) during 
the 2007-09 crisis.'!°* Dodd-Frank amended Section 13(3) of the Federal 
Reserve Act to prevent the Fed from providing emergency loans in the 
future to individual nonbank firms like AIG. Under Section 13(3) as 
amended by Dodd-Frank, the Fed may provide such loans only to solvent 
firms and only through programs with “broad-based eligibility.” Dodd- 
Frank also prohibits Treasury from using the Exchange Stabilization Fund 
to back future guarantee programs for money market mutual funds. In 
addition, Dodd-Frank bars the FDIC from establishing future debt 
guarantee programs for banks, bank holding companies, or their nonbank 
affiliates unless the FDIC first obtains approval from both the Treasury 
Secretary and Congress./?° 

Bernanke, Geithner, and Paulson contend that Congress should restore all 
of the authorities curtailed by Dodd-Frank so that “financial firefighters 
have the emergency powers they need to prevent the next fire from 
becoming a conflagration.” They believe that the Fed, FDIC, and Treasury 
must be able to provide comprehensive guarantees for “uninsured, short- 
term funding” in shadow banking markets, as they did during the last 
crisis.'°* Geithner goes even further, stating that federal agencies must have 
authority not only “to guarantee liabilities at the core of the financial 
system” but also “to recapitalize that system if necessary.” ! 


Thus, the leaders of the response to the last financial crisis and other 
experts agree that post-crisis reforms have not removed the need for 
publicly financed rescues of universal banks and shadow banks when the 
next systemic crisis occurs. Their proposals for unlimited government 
backstops confirm that we have not changed the fundamental financial 
conditions that caused the last crisis. Universal banks continue to benefit 
from open-ended TBTF subsidies. Shadow banks continue to maintain 
close connections with universal banks while relying on volatile, short- 
term, wholesale funding sources that pose serious threats to financial 
stability. Financial executives and investors expect that governments and 
central banks will intervene to support the entire financial system whenever 
the threat of a serious disruption appears. 

During his testimony before a parliamentary subcommittee in 2014, 
HSBC chairman Douglas Flint described—with remarkable candor— 
precisely what the preservation of the status quo means for universal banks 
and society. Flint acknowledged that universal banks received an “implicit 
subsidy” during the financial crisis. He explained that governments 
provided that subsidy “because investment banking operations were 
alongside society’s deposits, [and] there was an implicit underwriting of all 
the debt within the operation because one would not risk the systemic panic 
that would happen if people thought their deposits were at risk.” 

Flint also confirmed that post-crisis reforms have not changed the 
fundamental nature of the pre-crisis financial system. He asserted that 
“society” must continue to pay for the costs of resolving failed universal 
banks, and he noted that bail-in debt provides a method for “distributing the 
burden of failure” from taxpayers to pensioners and ordinary savers. As 
Flint bluntly pointed out, “Whether you take it out of society’s future 
income through taxation or whether you take it out through their pensions 
or savings, society is bearing the cost.”!°° 

Flint’s testimony in 2014 provided a highly revealing glimpse into the 
mindset of financial leaders on Wall Street and in the City of London. Flint 
never mentioned the possibility that executives and other key insiders of 
failed megabanks might incur personal liability for authorizing or 
implementing high-risk strategies that result in the failure of their 
institutions. On the contrary, he and other top executives on Wall Street and 
in the City of London believed—both before and after the financial crisis— 
that megabanks and their insiders should keep their profits and bonuses 


from high-risk activities while “society’—including taxpayers, pensioners, 
and ordinary savers—should bear any losses. As indicated by Flint’s 
statements, leaders of megabanks continue to assume that “privatizing the 
gains and socializing the losses” will remain a central (if unacknowledged) 
feature of financial regulatory policy. Their assumption is understandable, 
given the enormous bailouts that universal banks and shadow banks 
received during the last financial crisis and the widely shared view among 
policymakers and experts that similar measures must be taken in response 
to future crises.!°7 

Studies have documented the massive TBTF subsidies that U.S., U.K., 
and European universal banks received during and after the crisis of 2007— 
09. The magnitude of those subsidies has decreased somewhat over the past 
several years, due to improving economic conditions and stronger post- 
crisis regulations. However, under the current regulatory framework, TBTF 
subsidies will undoubtedly expand again during the next crisis, when 
governments step in to provide “catastrophe insurance” that protects 
megabanks and large shadow banks from the risk of failure.!°° As shown by 
Flint’s testimony and the views of many experts, expectations of future 
public bailouts for universal banks and large shadow banks remain firmly 
entrenched, and “society” remains on the hook for covering the costs of 
those bailouts. 


In addition to bailing out megabanks during the financial crisis, 
governments allowed some megabanks to become significantly larger by 
acquiring troubled peers. In 2008 and 2009, the U.S. government provided 
extensive financial support that enabled (1) BofA to absorb Countrywide 
and Merrill Lynch, (2) JPMC to acquire Bear Stearns and Washington 
Mutual, and (3) Wells Fargo to acquire Wachovia. As a result of those 
transactions, BofA, JPMC and Wells Fargo expanded their combined share 
of U.S. deposits from 20% to 32% between 2007 and 2017. The same three 
banks and Citigroup increased their combined share of U.S. banking 
industry assets from 32% to 44% between 2005 and 2018.!°9 Similarly, the 
U.K. government supported Lloyds TSB’s takeover of HBOS and also 
approved Santander’s acquisitions of Alliance and Leicester.!!° 


Government support helped JPMC, BofA, Citigroup, Goldman Sachs, 
and Morgan Stanley to achieve unquestioned dominance over the world’s 
capital markets. Those five megabanks have been the five leading global 
investment banks since 2015, and they captured a third of all global 
investment banking revenues in 2017 and 2018. They have established a 
clear superiority in the world’s capital markets over their U.K. and 
European competitors.'!! In addition, Wells Fargo significantly expanded 
its investment banking operations after acquiring Wachovia in 2008, and it 
is now a top-tier global universal bank.!!2 

U.K. and European universal banks have produced disappointing results 
since 2010, due in large part to the EU’s sovereign debt crises and weak 
recoveries in their domestic economies. Even so, seven big U.K. and 
European banks—Barclays, BNP Paribas, Credit Suisse, Deutsche Bank, 
HSBC, Société Générale, and UBS—continue to play significant roles in 
the world’s capital markets. Those seven banks consistently ranked among 
the top dozen global investment banks between 2009 and 2018, despite 
losing ground to their U.S. competitors.'!? 

Thus, the Big Seventeen group of financial conglomerates, which 
dominated the world’s financial markets in 2007, has become a slightly 
smaller but equally dominant group of thirteen global universal banks. Bear 
Stearns, Lehman Brothers, and Merrill Lynch disappeared in 2008, and their 
investment banking operations were absorbed by larger universal banks 
(JPMC, Barclays, and BofA) with government help. RBS divested more 
than 60% of its assets and gave up its global investment banking ambitions 
at the insistence of its majority owner, the U.K. government. The remaining 
Big Thirteen universal banks—six from the U.S. and seven from the U.K. 
and Europe—remain the leaders in global capital markets activities.'!4 

JPMC, BofA, Citigroup, and Goldman Sachs are the four largest global 
dealers in derivatives, followed by the rest of the Big Thirteen. The Big 
Thirteen are highly influential members of the three main clearinghouses 
for derivatives—LCH SwapClear, ICE Clear Credit, and ICE Clear Europe. 
LCH SwapClear controls over 95% of the worldwide market for centrally 
cleared interest-rate derivatives, while the two ICE clearinghouses jointly 
control over 95% of the global market for centrally cleared credit default 
swaps. In 2019, about four-fifths of interest-rate derivatives and half of 
credit derivatives were cleared in global markets.!!° 


Representatives of the Big Thirteen control the membership rules and 
dominate the risk committees of the three principal derivatives 
clearinghouses. The biggest derivatives dealers have allegedly abused their 
controlling influence by (1) preventing smaller derivatives dealers from 
becoming members of the top clearinghouses and (2) blocking the growth 
of alternative trading venues.''® In 2016, eleven members of the Big 
Thirteen and RBS paid $1.9 billion to settle claims of antitrust violations for 
“suppress[ing] price transparency and competition in the trading market for 
CDS,” and for obstructing the creation of competing CDS trading 
facilities.11” 

The Big Thirteen also dominate the International Swaps and Derivatives 
Association, the trade association and standard-setting body for the 
derivatives industry. ISDA appoints representatives of the biggest dealers to 
serve as members of “determinations committees,” which adjudicate CDS- 
related disputes. Those disputes include disagreements over the occurrence 
of designated “credit events” that require payouts by protection sellers to 
protection buyers under CDS.!!® Critics allege that ISDA’s determinations 
committees have frequently issued decisions that are biased in favor of the 
trading positions of the largest banks.!!9 

Thus, post-crisis reforms have not reduced the dominance of the largest 
universal banks as dealers in derivatives markets. The leading global 
derivatives dealers have extensive connections with the most important 
clearinghouses as members, custodians, brokers, and providers of credit, 
investment, and settlement services. A recent study showed that (1) five big 
U.S. banks held more than half of all customer funds connected to centrally 
cleared derivatives in U.S. markets, and (2) ten big banks—six from the 
U.S. and four from the U.K. and Europe—held more than three-quarters of 
those customer funds. Similarly, twenty large global banks maintained more 
than three-quarters of the total financial reserves for the world’s three 
hundred top clearing facilities. Consequently, the failure of a top derivatives 
dealer could potentially threaten the solvency of major clearinghouses, 
thereby creating the potential for a systemic crisis in derivatives markets. !7° 

Title VIII of Dodd-Frank empowers the Fed to regulate and provide 
emergency loans to systemically important clearing facilities. However, 
Dodd-Frank does not give the Fed (or any other agency) explicit authority 
to recapitalize and resolve a failed clearinghouse. Most other developed 


nations have similarly failed to establish explicit resolution regimes for 
large clearing facilities. In the absence of a viable resolution process, 
governments would probably be forced to arrange ad hoc bailouts of large 


troubled clearinghouses to prevent serious financial market disruptions. !*! 


As shown by their central roles in derivatives markets, universal banks 
create extensive and complex networks with shadow banks through their 
capital markets activities. Universal banks work “in concert” with nonbank 
financial firms in the shadow banking system, and the two sectors are 
“strongly interrelated.”!¢ 

Universal banks obtain a significant portion of their funding from the 
shadow banking system. In 2018, large U.S. and foreign banks sold more 
than $600 billion of commercial paper to wholesale investors, and their 
broker-dealer subsidiaries received over $2 trillion of additional funding 
from securities repurchase agreements (repos) and other securities lending 
arrangements. Money market mutual funds buy much of the commercial 
paper issued by the largest banks, and those funds also provide repo loans to 
the broker-dealer subsidiaries of the same banks.!** 

Megabanks are closely connected to shadow banks through a wide range 
of transactions. The largest banks act as prime brokers for hedge funds and 
provide credit, trading, and clearing services to those funds.'** Big banks 
also make loans to many other shadow banks. Cross-border loans from 
large banks to shadow banks have risen at an annual rate of 7% since 2014 
and totaled $7 trillion in mid-2019.!*° 

Megabanks work in partnership with private equity firms to finance 
highly leveraged corporate buyouts and reorganizations by arranging 
syndicated leveraged loans and by underwriting high-yield, below- 
investment-grade (junk) bonds. Megabanks sell leveraged loans to 
institutional investors, including sponsors of collateralized loan obligations. 
CLOs securitize leveraged loans for sale to other investors. Private equity 
firms have established their own broker-dealer subsidiaries, and they 
finance highly leveraged corporate transactions alongside banks—and 
increasingly in competition with banks. In 2017, banks held $103 trillion of 
credit assets (loans and debt securities) on a worldwide basis. Insurance 
companies held $17 trillion of global credit assets, while other financial 


institutions (including private equity firms and hedge funds) held $41 
trillion of global credit assets.!*® 

Abundant credit provided by universal banks and shadow banks has 
encouraged explosive growth in private sector debts on a national (U.S.) 
and global basis since 2000. Public sector debts have also increased rapidly, 
especially after 2007 as governments spent huge sums to mitigate the social 
and economic impacts of the financial crisis. By 2019, business firms, 
households, and sovereigns confronted record-high debt burdens in the U.S. 
and in many other countries. ‘7 

Total debts owed by U.S. nonfinancial businesses climbed to an all-time 
high of $16.1 trillion in 2019. At least a third of those debts consisted of 
higher-risk obligations, including junk bonds, leveraged loans, and 
corporate bonds with the lowest investment-grade rating (BBB).!7° 
Similarly, U.S. household debts reached a record level of $14.1 trillion in 
2019, due to significant growth in home mortgages, auto loans, credit card 
loans, and student loans.!*? Total U.S. private sector debts (including the 
obligations of nonprofits and financial firms) rose to $48.9 trillion in 2019, 
up from $22.5 trillion in 2000 and $41.6 trillion in 2007. Total U.S. public 
sector debts (federal, state, and local) equaled $26.3 trillion in 2019, a steep 
rise from $6.9 trillion in 2000 and $12.1 trillion in 2007.'°° 

Global debt levels have followed the same trajectory of relentless growth. 
Worldwide private sector and public sector debts rose from $84 trillion in 
2000 to $167 trillion in 2007 and $253 trillion in 2019. As reflected in 
Figure 12.1, the ratio of worldwide debts to global GDP increased from 
225% in 2000 to 275% in 2007 and reached an all-time record of 322% in 
2019.'3! Worldwide government debts in 2019 reached their highest level 
as a percentage of global GDP since World War II, “raising profound 
questions about the sustainability of the global debt pile.”!%* 
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Figure 12.1 Increases in the Ratio of Global Debt to Global GDP, by Sector, 2000-2017 


Source: Wall Street Journal (2019) 


Central banks have supported the rapid expansion of global debts since 
2008 by purchasing massive volumes of government bonds, mortgage- 
backed securities, and other private sector financial instruments under 
quantitative easing (QE) policies. The total balance sheets of central banks 
in the U.S., U.K., EU, and Japan grew from $4 trillion to $15 trillion 
between 2008 and 2018. The collective expansion of their balance sheets 
absorbed more than 10% of the total increase in global debts during the 
same period. The balance sheets of the Fed and the Bank of England each 
grew from 6% to 25% of national GDP between 2006 and 2014. The 
balance sheet of the European Central Bank reached 34% of Eurozone GDP 
at the end of 2016, while the Bank of Japan’s balance sheet equaled 88% of 
national GDP.!** 

As explained in Chapter 11, central banks adopted QE policies to push 
down long-term interest rates, thereby reducing debt service costs for 
heavily indebted households, business firms, and governments, while also 
supporting housing markets, stabilizing financial markets, and encouraging 
economic growth. By 2017, central banks around the world held on their 
balance sheets $30 trillion of financial assets (representing 8% of global 
financial assets), compared with $150 trillion of worldwide financial assets 
held by banks and an equivalent amount held by insurance companies and 
other nonbank financial institutions. !*4 

Beginning in 2017, central banks tried to change their general policy 
approach from quantitative easing to quantitative tightening (QT). The Fed 
led that policy shift by raising its short-term interest rate target seven times 
in 2017 and 2018, and by shrinking its balance sheet from $4.5 trillion to 
less than $4 trillion during that period. The BoE raised its short-term 
interest rate target in August 2018. The ECB stopped buying Eurozone 
government bonds in December 2018.!°° 

The coordinated moves by central banks toward a QT policy provoked 
widespread alarm in global financial markets. Many investors feared that 
central banks would stop supporting financial markets with fresh infusions 
of liquidity. Investors worried about the sustainability of economic growth 
and asset price levels without continued support from central banks. During 
the fourth quarter of 2018, rising pessimism among investors produced a 
sharp sell-off of risky assets in global markets and a strong move toward 


“safer” assets (such as U.S. Treasury bonds). The magnitude of that sell-off 
demonstrated that investor sentiment in the world’s financial markets was 
highly dependent on investor confidence that central banks would continue 
to provide liquidity to those markets.!°° 

The market turbulence in late 2018 jolted the Fed and other central 
banks. In January 2019, the Fed made “one of its sharpest U-turns in recent 
memory.”!°’ The Federal Open Market Committee announced that it would 
be “patient” before making any further increases in short-term interest rates. 
The FOMC also said that it would “stop reducing the Federal Reserve’s 
asset holdings” and would be willing to expand the Fed’s balance sheet “if 
future economic conditions warrant a more accommodative monetary 
policy.”!°8 

The FOMC strengthened its policy U-turn at its subsequent meetings in 
2019. In March, the FOMC confirmed that it did not expect to raise short- 
term interest rates during the rest of the year. The FOMC then made a series 
of three interest rate cuts (each in the amount of 0.25%) in July, September, 
and October.!%9 

In October, the Fed announced that it would again expand its balance 
sheet by purchasing short-term Treasury bills to increase bank reserves and 
improve liquidity in financial markets. The Fed’s announcement followed a 
sudden and unexpected liquidity squeeze in the repo market in late 
September. The Fed injected almost $500 billion of fresh liquidity into 
financial markets between September and December 2019 by providing 
repo loans and purchasing short-term Treasury bills.!*° 

Other central banks joined the Fed in easing their monetary policies. In 
March 2019, the ECB made its own U-tum by stating that it would not 
increase interest rates during the rest of the year and would maintain the 
existing size of its balance sheet. The ECB also announced a new program 
offering long-term loans to banks on favorable terms, thereby allowing 
banks (especially Italian and Spanish banks) to refinance their existing 
long-term loans from the ECB.'*! In September the ECB cut its short-term 
interest rate target to a record low of —0.5%. The ECB also restored its QE 
program and promised to purchase €20 billion of Eurozone bonds each 
month for the indefinite future. !4¢ 

The dramatic U-turns by the Fed and other central banks in 2019 
demonstrated their willingness “to extend a decade-long stance of easy 


money” in order to prevent “market turmoil [from] infecting the broader 
economy.”!*° Those policy reversals “gave traders and investors everything 
they could have hoped for.”!“4 Global financial markets staged a strong 
rally in 2019 in response to the renewed support provided by central 
banks. !4° 

The Powell Fed’s U-turn in 2019 resembled (1) the Bernanke Fed’s 
decision to maintain its QE3 program in 2013, after a “taper tantrum” broke 
out in emerging markets following rumors that the Fed might terminate that 
program, and (2) the Yellen Fed’s postponement of further interest rate 
hikes after a similar market disruption occurred in 2016.'*° The Powell 
Fed’s U-turn in 2019 represents the most recent example of the “Fed put”— 
namely, the Fed’s willingness to ease monetary policy to calm distressed 
financial markets. The Powell Fed’s actions in 2019 followed a pattern 
established by the Greenspan Fed’s interventions in response to serious 
market disruptions in 1987, 1998, and the early 2000s, and by the Bernanke 
Fed’s extraordinary measures to stabilize markets during the financial crisis 
and its aftermath. !47 

As Mohamed EI-Erian pointed out, “The Powell-led Fed has now learned 
what its two predecessors did: that a highly levered economy means that, 
when push comes to shove, markets end up leading central banks rather 
than the other way around.” Thus, central banks were “forced to abandon 
hopes of normalizing monetary policies” in 2019, and they resumed 
“unconventional monetary policies in a world awash in debt.” El-Erian 
described the collective U-turn by central banks in 2019 as “the most 
accommodative global central bank policy stance since the global financial 
crisis. 

The coordinated easing of monetary policy by central banks in 2019 
confirms that policymakers have not resolved the systemic problems in 
financial markets that led to the financial crisis of 2007-09. The same 
interlocking system of universal banks and shadow banks remains in place, 
and that system continues to inflate a global debt bubble comparable to the 
one that burst in 2007. As shown previously, universal banks and shadow 
banks are financing record volumes of private and public debt that pose 
grave threats to the stability of households, businesses, and governments. 
Market participants continue to believe—with considerable justification— 


that governments and central banks will intervene to support financial 
markets whenever they encounter serious problems.!*? 

Central banks have severely distorted market signals by stabilizing 
financial markets whenever there are threats of significant disruptions. As 
one hedge fund manager observed, “capitalism is fast disappearing” as 
central banks keep interest rates artificially low and undermine the 
effectiveness of market discipline. Another hedge fund manager 
commented, “Modern financial systems have grown dependent on huge 
central bank balance sheets.”!°° A Bloomberg analyst said that “the Fed has 
put a ceiling on bond yields and a floor under the S&P 500.” William 
White, a leading international economist, warned that “markets were unable 
to allocate resources properly, due to the actions of central banks.”!°! 

As explained in Chapter 11, central banks pushed interest rates to record 
lows after 2008 to boost the values of mortgage-related assets held by 
banks, stabilize housing markets, and reduce debt service burdens for 
heavily indebted governments, businesses, and households. In spite of those 
benefits, the prolonged maintenance of ultra-low interest rates over the past 
decade has produced very disturbing side effects. Ultra-low interest rates 
reduce the profits earned by safer, lower-yielding loans and investments. 
Ultra-low rates therefore push investors and creditors (including banks) to 
pursue riskier, higher-yielding assets, thereby boosting the market values of 
those assets. The resulting “search for yield” has caused speculative loans, 
securities, and commercial real estate investments to reach dangerous levels 
in recent years. 

In addition, ultra-low rates aggravate social inequality by widening the 
gap between the larger returns received by wealthy investors on riskier, 
higher-yielding assets and the very low returns received by risk-averse retail 
investors on deposits and government bonds. Investment gains for wealthy 
families have risen at a much faster rate than the savings and wages of 
middle-class families. Thus, ultra-low rates have widened the disparities in 
household income and wealth that existed before the financial crisis.!°7 

Mike Mayo has argued that the Fed’s post-crisis monetary policies 
produced a large “wealth transfer from prudent savers to the borrowers and 
risk takers.” He calculated that American savers have lost $500 billion to 
$600 billion since 2008, due to abnormally low yields on their bank 


accounts and money market mutual funds.!°? The highly skewed wealth and 


income effects of unconventional central bank policies have provoked 
extensive debates about the wisdom and legitimacy of those policies.'°* 
Some commentators contend that ultra-low interest rates also undermine 
economic growth and create “secular stagnation” by enabling inefficient 
“zombie firms” to roll over their debts and remain in operation, thereby 
crowding out entry by more productive and profitable firms.!°° 


In sum, post-crisis regulatory and monetary policies have produced a fragile 
and volatile global financial system, which depends on continuous infusions 
of central bank liquidity to support universal banks, large shadow banks, 
and the capital markets. Post-crisis policies have created what I call a 
“global doom loop,” in which governments, central banks, universal banks, 
shadow banks, and capital markets are locked together in a dangerous web 
of mutual dependence. Governments and central banks must prevent 
disorderly failures of universal banks and large shadow banks to preserve 
the stability of capital markets. Governments and central banks must also 
prevent serious disruptions in capital markets to ensure the survival of 
systemically important financial institutions. Central banks must maintain 
unconventional monetary policies to keep interest rates low, boost asset 
prices, and support the continued growth of sovereign and private sector 
debts. Universal banks and shadow banks are more than happy to finance 
the continued expansion of those debts. William White has warned that 
“central-bank meddling” will be “a permanent fixture of 21st century 
financial markets” until a severe “growth shock” occurs.!°° 

The perverse dynamics of the global doom loop were vividly illustrated 
in September 2019, when the Fed dramatically intervened in the U.S. repo 
market. The repo market experienced a sudden shortage of funding on 
September 17, and interest rates for overnight repo loans spiked. The 
primary reasons for that funding shortage were (1) increased demands by 
hedge funds for repo loans to finance highly leveraged arbitrage trades, and 
(2) refusals by the four largest U.S. banks—the dominant repo lenders—to 
satisfy those demands. The Fed intervened to stabilize the repo market by 
pouring almost $500 billion of additional liquidity into the financial 
markets (through repo loans and purchases of short-term Treasury bills) 


between September and December 2019.!°” 


Thus, a collective breakdown in repo funding between megabanks and 
shadow banks forced the Fed to rescue the repo market and intensify its 
easing of monetary policy. Zoltan Pozsar described the Fed’s intervention as 
a “repo bazooka.”!°® Frances Coppola warned that “the repo market is 
becoming the principal market through which monetary policy is 
transmitted. But it is poorly understood and extremely concentrated. Do we 
really want the transmission of monetary policy to depend entirely upon 
four large banks?”!°? 

The Fed’s dramatic intervention in the repo market confirmed once again 
that universal banks are not superior risk-bearers, despite their claims to the 
contrary. The largest U.S. universal banks were unwilling to satisfy the repo 
market’s liquidity needs in September 2019, even though a crisis did not 
exist in the financial markets. They refused to act and forced the Fed to step 
in. 

The Fed’s rescue of the repo market revealed that its monetary policy 
measures are inextricably tied to—and effectively held hostage by— 
universal banks, large shadow banks, and wholesale funding markets. As 
Gennadiy Goldberg pointed out in December 2019, “The Fed will not want 
to exit repo operations until they are absolutely certain the market can stand 
on its own two feet.”!©° In January 2020, former New York Fed President 
Bill Dudley called on the Fed to establish a “standing repo facility,” which 
would “address the potential problem of the Fed providing liquidity to 
primary dealers but primary dealers not lending the funds to other market 
participants that might need short-term repo financing.”!°' Dudley’s 
proposal, which other former Fed officials supported,!°* would permit big 
universal banks to shirk their roles as liquidity providers while committing 
the Fed to step in as the liquidity provider of last resort for all market 
participants. 

As has been shown, the global doom loop connecting governments, 
central banks, universal banks, shadow banks, and the capital markets has 
supported a steady rise in global debt levels. A study by Oscar Jorda, 
Moritz Schularick, Alan Taylor, and Felix Ward concluded that the 
continuous growth in worldwide debts over the past three decades has 
intensified the “global risk appetite” of investors, boosted asset prices, and 
produced a “synchronization” of boom-bust cycles across global financial 
markets. Their study found that bank loans, housing prices, and equity 


prices have displayed significantly stronger “comovements” (correlations) 
across national borders since the early 1990s, as central banks, global 
megabanks, and shadow banks financed massive increases in private and 
public debts. The relentless growth of private and public debts has produced 
much higher ratios of credit to GDP on both national and global levels. 
Those elevated debt-to-credit ratios are leading risk indicators for future 
financial crises.!°? 

Claudio Borio, Mathias Drehmann, and Dora Xia performed a similar 
study of the “global financial cycle.” Their study showed that lenient 
monetary and regulatory regimes encouraged the expansion of credit, which 
in turn boosted asset values and produced more collateral to support more 
credit growth. The resulting credit cycle has generated a series of credit 
booms, financial crises, and severe recessions across the globe since 1980. 
In addition, the amplitude (volatility) of the global financial cycle has 
become much larger as central banks adopted low interest rate policies and 
developed and emerging countries implemented financial liberalization 
programs. !©* 

The foregoing studies indicate that the global doom loop linking 
governments, central banks, universal banks, shadow banks, and capital 
markets is likely to trigger a future financial crisis that will be even more 
devastating than the last one. As shown by recent events, global financial 
markets rely heavily on “the promise of more QE”—an unhealthy addiction 
that makes markets “more fragile than we think.”/© At the same time, 
governments and central banks have exhausted much of their fiscal and 
monetary resources in dealing with the last financial crisis. Massive 
sovereign debt burdens, bloated central bank balance sheets, and ultra-low 
interest rates indicate that governments and central banks have only limited 
room to fight the next crisis.'©° 

Bank of England Governor Mark Carney recently warned that “there’s 
much less ammunition for all the major central banks than they previously 
had,” and “it’s not clear that monetary policy would have sufficient space” 
to deal with a future systemic crisis. Similarly, Ben Bernanke, Tim 
Geithner, and Hank Paulson cautioned that the U.S. government’s “ability 
to respond to a collapse in economic demand with monetary and fiscal 
stimulus” has been “significantly depleted.”!°” Thus, it is conceivable that 
governments and central banks might fail in their efforts to contain the next 


systemic crisis. Such a failure could potentially unleash a second Great 
Depression. 


Large universal banks are unquestionably TBTF, due to their central roles in 
the global doom loop. They are also too big, too complex, and too opaque 
to be managed or regulated effectively. Global megabanks have sprawling 
and complex structures, with hundreds or thousands of subsidiaries 
operating in dozens of countries along with a multitude of off-balance-sheet 
entities. The risks of global megabanks are extremely difficult to evaluate, 
compared with large nonfinancial firms, because megabanks hold securities, 
derivatives, and other financial instruments whose values fluctuate rapidly 
based on sudden changes in market conditions.'°® Moreover, the largest 
global megabanks have not reduced their size, complexity, or opacity to any 
meaningful extent since the crisis of 2007—09.°° 

The continuing scandals and operational failures at global megabanks 
since the early 2000s demonstrate that their enormous risks cannot be 
controlled by either their managers or regulators. Eleven of the Big 
Seventeen financial conglomerates of the early 2000s were involved in the 
scandals surrounding Enron, WorldCom, biased research analysts, and 
corrupt practices in initial public offerings.'”? All of today’s Big Thirteen 
universal banks have paid significant civil and/or criminal penalties and 
settlements during the past decade for a wide array of misconduct, 
including securities fraud, mortgage fraud, foreclosure abuses, other frauds 
and abuses related to consumer financial services, collusion in rigging 
benchmarks for interest rates and foreign exchange rates, facilitating tax 
evasion by clients, money laundering, and violations of international 
sanctions against terrorist states and organizations. Since 2008, large global 
banks have paid over $370 billion in penalties and settlements for such 
violations. All of the Big Thirteen universal banks and RBS appeared on a 
2017 list of the twenty most heavily penalized global financial 
institutions.!”4 

As John Griffin pointed out, “A careful examination of the empirical 
academic evidence indicates that conflicts of interest, misreporting, and 
fraud were central features of the securitization chain leading up to the 
financial crisis.” Luigi Zingales similarly concluded that fraud has become 


a common occurrence within large financial institutions. As he explained, 
“Not only is the pervasiveness of fraud remarkable—from Libor fixing to 
exchange rate manipulation, there is hardly any activity untouched by fraud 
—but also the nonchalance of the people committing it.” In 2018, New 
York Fed President William Dudley said that he was “struck by the fact that 
manipulation of the foreign exchange market occurred even after the 
LIBOR [collusion] scandal was well known.”!/2 

Megabanks that were once viewed as successful institutions have become 
embroiled in multiple scandals. JPMC paid almost $44 billion of fines and 
settlements between 2008 and 2018, and it suffered over $6 billion of losses 
from its “London Whale” derivatives trading debacle in 2012. JPMC was 
also criticized in 2019 for multiple conflicts of interest that severely 
compromised its ability to act objectively in managing the aborted initial 
public offering for WeWork. Wells Fargo paid over $17 billion of fines and 
settlements between 2008 and 2019, including large penalties for cross- 
selling abuses (such as the creation of 3.5 million fake accounts without 
customer consent) and exploitative practices in auto and mortgage 
lending.!”° 

Australian banks were praised for their strong performance during the 
financial crisis.‘’* However, a commission appointed by the Australian 
government reported in 2019 that the four largest Australian universal 
banks exhibited systematic “greed and dishonesty” as they charged 
“excessive commissions,” imposed “charges for services never provided, 
even levied on the dead,” and engaged in “rampant mis-selling” of 
unsuitable financial products. The commission determined that the “roots of 
the financial scandals” at the big Australian universal banks arose out of 
toxic cultures that encouraged executives and employees “to chase profits 
above all.” Elizabeth Sheedy (an Australian scholar) stated that Australian 
banks “exploited their customers on an industrial scale, which helped them 
to generate super profits.”!”° 

The pervasiveness of fraud and other serious misconduct at global 
universal banks indicates that their cultures encourage (or at least tolerate) 
repeated violations of law and abuses of customers. A 2018 study by John 
Griffin, Samuel Kruger, and Gonzalo Maturana found that the largest U.S. 
banks did not impose significant disciplinary sanctions on senior bankers 
who approved fraudulent offerings of residential mortgage-backed 
securities, even when those bankers were personally named in lawsuits filed 


by federal agencies against the banks. In addition, BofA, Citigroup, and 
JPMC were “particularly aggressive” in recruiting mortgage bankers from 
other large banks after those banks engaged in fraudulent RMBS offerings. 
The authors concluded that “these employment outcomes send a message 
... that there is little, if any, price to pay for participating in fraudulent and 
abusive practices” at major banks. That message “reinforces cultural norms 
that allow and may even encourage employees to ignore warning signs of 
fraud and abuse.” !”° 

A 2015 survey of financial professionals working on Wall Street and in 
the City of London determined that (1) more than a third of high-income 
respondents (those with annual compensation of $500,000 or more) 
“witnessed or have first hand knowledge of wrongdoing in the workplace,” 
(2) almost two-fifths of high-income respondents “disagree that the 
financial services industry puts the best interests of clients first,” (3) nearly 
a third of all respondents believe that “compensation structures/bonus plans 
at their company ... could incentivize employees to compromise ethical 
standards or violate the law,” (4) nearly a fifth of all respondents “find it 
likely that their employer would retaliate if they were to report wrongdoing 
in the workplace,” (5) almost half of high-income respondents “think law 
enforcement and regulatory authorities in their country are ineffective in 
detecting, investigating, and prosecuting securities violations,” and (6) a 
third of all respondents “do not believe the financial services industry has 
changed for the better since the financial crisis.”!”” Andrew Ross Sorkin 
commented that the survey “paints a troubling picture ... Rather than 
indicating that Wall Street has cleaned itself up, it suggests that ... the 
mind-boggling settlement numbers, as well as [Dodd-Frank’s] stringent new 
rules, appear to have had little deterrent effect.”!”® 

Another revealing study reviewed surveys that measured the levels of 
“trust” expressed by various U.S. groups in the honesty of people and the 
effectiveness of public institutions between 1978 and 2016. The study 
found that trust levels declined to a much greater degree among financial 
industry workers during that period, compared with workers in other 
industries and the U.S. population as a whole. The decline in trust among 
financial industry workers was “particularly strong in the investment sector 
and among professionals with higher seniority, i.e., those who set the tone.” 
The study concluded that the “unparalleled” drop in trust among financial 
industry workers was a matter of great concern, given the rising number of 


“financial scandals” and the “conflicts of interest, ... high complexity and 


informational asymmetry” generated by large financial institutions.'”° 

In 2012, Greg Smith publicly resigned from his senior position at 
Goldman Sachs after criticizing the firm’s “toxic and destructive” culture. 
As he explained: 


I attend derivatives sales meetings where not one single minute is spent asking questions about 
how we can help clients. It’s purely about how we can make the most possible money off of 
them. 


It makes me ill how callously people talk about ripping their clients off. Over the past 12 
180 


months I have seen five different managing directors refer to their own clients as “muppets. 

In 2018, a Group of 30 study stated, “Skeptics wonder whether true 
change is possible in an industry that maintains large potential upsides to 
pushing the boundaries and [they] point to the example of Wall Street in 
2017 recording its highest bonuses since 2006.” New York Fed President 
William Dudley stated that post-crisis scandals “were particularly 
disturbing in terms of their scale and flagrancy ... These episodes 
underscore the tremendous power that incentives have to influence and 
distort behavior.” Similarly, William Coen, Secretary General of the Basel 
Committee, observed, “The global financial crisis raised fundamental 
questions about ethics, incentives, and moral behaviour. ... 10 years after 
the crisis, we continue to see episodes of bank practices that breach any 
basic ethical and moral principles.”!°! 

Despite strong evidence that universal bank cultures have not changed 
since the financial crisis, Trump-appointed bank regulators have relaxed 
their oversight while giving a “low priority” to efforts to improve “bank 
culture.” Federal agencies have never issued final rules to prohibit 
compensation arrangements that encourage excessive risk-taking, despite 
the explicit mandate for such rules in Section 956(b) of Dodd-Frank.!®* In 
2019, the Fed announced that its stress test reports would no longer include 
public disclosures of the Fed’s “objections” to capital distributions by the 
largest U.S. banks based on “qualitative” failures in risk management or 
operational controls. The Fed said it would address such “qualitative” 
shortcomings on a confidential basis during private supervisory reviews 
with bank executives. Evidently the Fed’s current leadership believes that 
megabanks should receive greater “transparency” from the Fed during 
stress tests but investors and citizens do not deserve similar treatment. A 


senior Fitch Ratings official commented that the Fed’s “relaxed” approach 
for dealing with “qualitative” problems showed that “the regulatory 
environment is easing, which is a negative for bank creditors.” !°? 

The Fed reported in 2018 and 2019 that more than 40% of large bank 
holding companies (those with over $100 billion of assets) have received 
unsatisfactory supervisory ratings since 2009. Those unsatisfactory ratings 
reflect “weaknesses in one or more areas such as compliance, internal 
controls, model risk management, operational risk management, and/or data 
and information technology.” The eight biggest U.S. banks and the largest 
foreign banks with U.S. operations have produced the highest number of 
unresolved supervisory findings for weaknesses in management controls 
and compliance.!*4 

Despite the magnitude of those shortcomings, the Fed has never 
exercised its statutory authority to force large banks with unsatisfactory 
Management ratings to divest subsidiaries or activities. The Fed’s light- 
touch responses to legal violations and risk management failures at 
megabanks are part of a long-standing pattern of failures by federal 
regulators to supervise big banks effectively.!°° As Edward Kane has 
pointed out, federal regulators have treated megabanks as not just TBTF but 


also “too big to discipline adequately.” !®° 


Government officials have compounded the pernicious effects of their lax 
supervision of megabanks by failing to hold senior executives personally 
accountable for serious misconduct and failures in risk management at 
those institutions. Until 2019, authorities in developed countries did not 
pursue criminal charges against top executives of any of the Big Seventeen 
financial conglomerates or their Big Thirteen successors. Prior to 2019, 
officials brought only two criminal cases against even midlevel executives 
of those companies: (1) an unsuccessful case against two Bear Stearns 
officers who managed the two hedge funds that collapsed in July 2007 after 
investing in subprime mortgage-related securities and (2) a successful case 
against Kareem Serageldin of Credit Suisse, who “inflat[ed] the value of 
mortgage bonds in his trading portfolio ... in hopes of receiving a bigger 


bonus 9187 


In January 2019, four former senior executives of Barclays—including 
former CEO John Varley—went on trial in London for criminal fraud. U.K. 
prosecutors charged the four defendants with making more than £320 
million of secret corrupt payments to Qatar’s sovereign wealth fund and 
Qatari officials, in exchange for Qatar’s agreement to buy £4 billion of 
Barclays stock in 2008. The four defendants allegedly approved the corrupt 
payments—and hid them from U.K. regulators and Barclays’ shareholders 
—to secure Qatar’s equity investment and thereby avoid a U.K. government 
bailout of Barclays. The defendants reportedly feared that a government 
bailout would threaten their jobs as well as their large compensation 
packages. The Barclays case represented “the first jury trial in the world” in 
which the CEO of a global megabank faced criminal charges for “actions 
taken during the 2008 crisis.”!®° 

In June 2019, a U.K. appellate court affirmed the trial court’s dismissal of 
charges against former CEO Varley for lack of evidence. The appellate 
court also ordered a new trial for the other three former senior executives. 
The second trial resulted in a jury verdict acquitting all three defendants in 
February 2020. The defendants successfully argued that Barclays’ directors 
and legal counsel had reviewed and approved their actions. As a result of 
their acquittals, “no British bankers will face prison for their actions during 
the 2008 financial crisis.”!®° 

A more successful departure from the pattern of non-prosecution of 
senior executives of global megabanks occurred in Italy. In November 
2019, an Italian court convicted three bankers from Deutsche Bank— 
including Michele Faissola, the former head of Deutsche’s asset 
management and commodities units—and two bankers from Nomura for 
crimes related to the collapse of Monte dei Paschi di Siena (MPS). The 
Italian court found that the defendants conspired with MPS’s managers to 
create manipulative derivatives transactions that concealed the magnitude 
of MPS’s losses between 2008 and 2012.'%° 

The near-absence of prosecutions against top executives of global 
universal banks stands in sharp contrast with many successful criminal 
prosecutions against senior executives of smaller financial firms, lower- 
level employees of global banks, and other finance professionals for 
misconduct related to the crisis. Authorities in Iceland and Ireland 
convicted thirty-two senior bankers after the banking systems of both 
countries collapsed.!°! U.S. prosecutors convicted the former president and 


three other senior executives of Wilmington Trust (an $11 billion bank) for 
lending violations and securities fraud.'9* Former chairman Lee Farkas of 
the Taylor, Bean & Whitaker mortgage firm received a thirty-year jail 
sentence for defrauding Colonial Bank, a $25 billion bank that failed in 
2009. Federal prosecutors convicted more than three hundred loan officers, 
real estate developers, mortgage brokers, and real estate brokers for 
mortgage fraud.!%° U.S. and U.K. prosecutors convicted several low-level 
and midlevel traders from global banks for colluding to rig benchmarks for 
interest rates and currency exchange rates and for manipulating prices in 
commodity markets. !%* 

In light of those successful prosecutions, it is difficult to understand why 
the U.S. Justice Department did not pursue even one criminal prosecution 
against a top executive of the Big Seventeen financial conglomerates and 
AIG. As Judge Jed Rakoff pointed out, federal officials did not dispute “the 
widespread conclusion that fraud at every level permeated the bubble in 
mortgage-backed securities,” in which all eighteen financial giants were 
implicated. Indeed, the Justice Department sued most of those companies 
for securities fraud related to their sales of nonprime RMBS and recovered 
over $100 billion in fines and settlements from them.!%° 

The glaring disparity in treatment between senior executives of financial 
giants and less prominent defendants involved in the financial crisis is part 
of a broader trend. The Justice Department has brought very few cases 
against senior executives of Fortune 500 companies since the early 
2000s.!°° Possible reasons for that trend include the following: 


1. After the Justice Department brought successful prosecutions against senior officers of Enron, 
WorldCom, Adelphia, and Tyco during the early 2000s, corporate trade groups and the white- 
collar defense bar lobbied and litigated to obtain changes in law that made it significantly harder 
to prosecute top executives of big corporations. 

2. The Justice Department’s resources for investigating and trying complex corporate criminal 
cases did not keep pace with the rapid growth of white-collar defense practices at premier law 
firms over the past two decades. Anti-terrorist efforts occupied a much larger share of the Justice 
Department’s attention and personnel after September 11, 2001. Federal prosecutors 
investigating corporate crimes found it increasingly difficult to match the firepower deployed by 
white-collar defense firms (which recruited many former senior prosecutors to join their teams). 

3. The Justice Department’s leaders became more risk-averse after the early 2000s and were 
reluctant to pursue trials against large corporations or senior executives without a high 
probability of success. The Justice Department increasingly used deferred prosecution 
agreements and plea agreements to resolve criminal charges against corporate defendants. Those 
agreements allowed corporate defendants to hire law firms and consultants to conduct internal 
investigations and institute compliance programs. Most internal investigations and compliance 


programs did not identify any wrongdoing by top executives. !°” 


Judge Rakoff criticized the Justice Department for using deferred 
prosecution agreements as its primary tool for addressing misconduct at big 
banks. Before he became a federal judge, Rakoff represented many “high- 
level executives” during his career as a white-collar criminal defense 
lawyer. He observed that “the only thing [his clients] feared was the 
prospect of spending a day in jail ... whereas being fined, they couldn’t care 
less.” In Rakoff’s view, “the future deterrent value of successfully 
prosecuting individuals far outweighs the prophylactic benefits of imposing 
internal compliance measures that are often littlke more than window- 
dressing.” 19° 

In a September 2014 speech,Attomney General Eric Holder provided a 
very disturbing rationale for the lack of criminal prosecutions of top 
financial executives. Holder said that it often was “not possible to establish 
knowledge of a particular scheme on the part of a high-ranking executive 
[in a large financial institution] who is far removed from a firm’s day-to-day 
operations.” According to Holder, “At some institutions that engaged in 
inappropriate conduct before, and may yet again, the buck still stops 
nowhere. ... Responsibility remains so diffuse, and top executives so 
insulated, that any misconduct” could not be attributed to “the willful 
actions of any single individual.”'°? Similarly, Bank of England Governor 
Mark Camey acknowledged in January 2019 that the threat of jail time for 
top executives of big banks was “a total bluff,” even if a few bankers might 
be prosecuted “on the margin.”*2° 


EricHolder’s statement that “the buck still stops nowhere” at large 
financial conglomerates provides the clinching argument for breaking them 
up. If top executives of universal banks cannot be held personally 
accountable for pervasive misconduct at their institutions, the only rational 
conclusion is that universal banks are too big to manage and regulate 


effectively and must be broken up.7?! 

Federal agencies failed to pursue criminal charges or to impose severe 
civil money penalties against top-level executives of large financial 
institutions even when there was strong evidence of intentional misconduct. 
For example, Angelo Mozilo, Countrywide’s CEO, described first-lien and 
second-lien subprime mortgages as “toxic” and “poison” in email messages 
that he sent to his top subordinates. Mozilo also warned his subordinates 
that Countrywide was “flying blind on how [option ARM] loans will 
perform in a stressed environment.” The SEC filed civil securities fraud 
charges against Mozilo and two of his senior colleagues for “falsely 
assuring investors that Countrywide was primarily a prime quality mortgage 
lender” even though they “actually knew, and acknowledged internally, that 
Countrywide was writing increasingly risky loans and that defaults and 
delinquencies would rise as a result.” The SEC also charged Mozilo with 
insider trading. The SEC alleged that he exercised stock options and sold 
the underlying stock for $140 million of gains during 2006 and 2007, 
“while he was aware of material, non-public information concerning 
Countrywide’s increasing credit risk and the expected poor performance of 
Countrywide-originated loans.”*°7 

Thus, the SEC charged Mozilo and two senior colleagues with willful 
and knowing violations of federal securities laws. Yet the SEC did not take 
them to trial. Instead, the SEC entered into a settlement that required 
Mozilo personally to pay a $22.5 million civil penalty but allowed him to 
keep $500 million of compensation and profits from stock sales that he 
received between 2000 and 2008. Mozilo did not admit or deny the SEC’s 
charges, although he did agree to be barred from serving again as an officer 
or director of a publicly traded company. The settlement provided 
comparable treatment for Mozilo’s two subordinates. The relative leniency 
of the SEC’s settlement with Countrywide’s top executives is difficult to 
reconcile with the seriousness of their alleged violations as well as with the 


culpable knowledge they displayed in their email messages.*°° It also 


remains a mystery why the Justice Department decided not to pursue either 
criminal or civil fraud charges against Mozilo.* 

The federal government’s failure to impose meaningful personal 
sanctions on senior executives of megabanks for shocking misconduct at 
their institutions before and after the financial crisis should convince us that 
universal banks are too dangerous to exist.2°° Unless we break up those 
banks, we will not stop the infernal cycle of excessive risk-taking, relentless 
debt growth, boom-and-bust economic cycles, financial crises, massive 
bailouts, and near-blanket immunity for top executives. As shown in the 
Conclusion, a new Glass-Steagall Act provides the most feasible and 
effective way to remove the dangers posed by universal banks. 


Conclusion 


The Case for a New Glass-Steagall Act 


National City Bank and its successor, Citigroup, were the prototypes for 
first- and second-generation American universal banks during the 1920s 
and the late 1990s. It is therefore significant that the founders of both 
universal banks eventually renounced their creations and called for a 
structural separation between the banking system and the capital markets. 
The experiences of the 1930s and the 2000s convinced them—and should 
also persuade us—that universal banks create intolerable risks and impose 
unacceptable costs on society. We must therefore restore the Glass-Steagall 
Act, which served our country so well after the Great Depression and World 
War II. 

Citigroup was created by a merger between Citicorp and Travelers in 
1998. As described in Chapter 8, that merger put great pressure on Congress 
to repeal the Glass-Steagall Act in 1999. Ten years later, John Reed 
(Citicorp’s CEO) apologized for his role in creating Citigroup, and he 
argued that Congress made a serious error when it repealed Glass-Steagall. 
In a subsequent interview, Reed described the pernicious effects of the 
“clashing cultures” between Citigroup’s investment bankers and 
commercial bankers. The investment bankers’ high-risk trading culture was 
“infectious,” and it quickly became the “dominant” ethos within Citigroup. 
The trading culture undermined Citigroup’s internal risk management 
because the bank’s risk officers were not willing to challenge capital 
markets deals that produced large bonuses for senior executives and 
investment bankers. In addition, the wide scope and enormous complexity 
of Citigroup’s operations made it impossible to manage the bank 
effectively.! 

At first, Sandy Weill (Travelers’ CEO) defended his dual roles as 
Citigroup’s co-founder and as leader of the financial industry’s campaign to 
repeal Glass-Steagall. However, Weill changed his mind by 2012. During a 


televised interview on CNBC, he called on Congress to “split up investment 
banking from banking, have banks be deposit takers, have banks make 
commercial loans and real estate loans, have banks do something that’s not 
going to risk the taxpayer dollars, that’s not too big to fail.” Weill 
recommended that universal banks should be “broken up so that the 
taxpayer will never be at risk, the depositors won’t be at risk, the leverage 
of the banks will be something reasonable.” He argued that securities firms 
should be separated from banks so that securities firms could “make some 
mistakes” without causing systemic crises.* 

During the 1920s, Charles Mitchell built National City Bank into a vast 
“financial department store,” which became the model for first-generation 
American universal banks. Mitchell strongly opposed the Glass-Steagall 
Act before he was forced to resign as National City’s chairman in March 
1933. However, he later decided that Glass-Steagall performed an important 
public service. In testimony before the Federal Monopoly Committee in 
December 1939, Mitchell described Glass-Steagall as a “great ‘step’ of 
progress” because it separated securities firms from commercial banks and 
thereby ensured the independence of the capital markets. Mitchell told the 
committee, “I am convinced today that if we had gone along with the 
development of the securities affiliates [of commercial banks] it would have 
resulted in monopoly.”? 

Reed, Weill, and Mitchell identified five important reasons for restoring 
Glass-Steagall’s regime of structural separation between the banking system 
and the capital markets. First, a new Glass-Steagall Act would end the 
culture clash between investment bankers and commercial bankers within 
universal banks. Second, it would remove the conflicts of interest that make 
it impossible for universal banks to act as prudent, objective lenders or as 
impartial investment advisers. Third, it would reduce systemic risks and 
improve the stability and resilience of our financial system by creating 
strong structural buffers between the banking system and other financial 
sectors. Fourth, it would create a more competitive financial system by 
ending the control exercised by universal banks over capital markets and by 
encouraging the formation of new independent securities firms. Fifth, it 
would prevent large financial conglomerates from exercising an unhealthy 
dominance over our economy and our political and regulatory systems. 


Former Fed Chairman Paul Volcker agreed with John Reed that universal 
banks generate dangerous culture clashes and destructive conflicts of 
interest. Volcker shared Reed’s view that the cultural “cleavage” between 
investment banking and commercial banking undermines risk management 
in universal banks and creates “too many conflicts of interest.” Volcker 
concluded that universal banks would never be able to fulfill a “fiduciary 
responsibility” to their clients because of their divided loyalties and 
manifold conflicts of interests.* 

Conflicts of interest are deeply embedded in universal banks, as shown 
by their successful campaign in recent years to stop federal agencies from 
establishing a fiduciary duty standard for securities broker-dealers. The 
proposed fiduciary duty standard would have required securities broker- 
dealers to act with undivided loyalty when they provided investment 
recommendations to customers. Universal banks and their allies lobbied and 
litigated to prevent the Labor Department from establishing a fiduciary duty 
standard for firms offering investment advice to holders of retirement 
accounts. Their lobbying campaign also convinced the Securities and 
Exchange Commission to reject a fiduciary duty standard for all investment 
recommendations provided by broker-dealers and investment advisers.” 

The SEC instead adopted a weak and poorly defined “best interest” 
standard, which allows securities broker-dealers to recommend investments 
in which they or their affiliates have significant financial interests. In a 
dissenting statement, Commissioner Robert Jackson criticized the SEC for 
issuing a standard that “failed to force Wall Street to put investors first” and 
“exposes millions of Americans to the costs of conflicted advice.”° As 
shown by their victorious campaign against the fiduciary duty standard, 
universal banks will go to great lengths to defend their business model, 
which is deeply compromised by pervasive conflicts of interest. 

Conflicts of interest at universal banks produced disastrous sales of 
speculative stocks and risky domestic and foreign bonds during the 1920s, 
as well as calamitous sales of toxic securities related to nonprime mortgages 
during the 2000s. During both periods, universal banks abandoned prudent 
lending standards and packaged enormous volumes of high-risk loans into 
purportedly safe securities. Universal banks conducted high-pressure 
marketing campaigns, corrupted private sector gatekeepers (including credit 
ratings agencies during the 2000s), and made fraudulent representations to 
sell those securities. Universal banks also undermined their own financial 


soundness by making risky loans to support their securities affiliates and 
hazardous investments in securities that their affiliates could not sell.’ 

A new Glass-Steagall Act would remove those conflicts of interest by 
separating banks and their affiliates from securities firms and the capital 
markets generally. To accomplish that separation, Congress should prohibit 
banks and their affiliates from underwriting (distributing), dealing (trading), 
and making markets in securities, except for authorized “bank-eligible” 
securities such as federal, state, and local government bonds.® 

A new Glass-Steagall Act should prohibit banks from making private 
placements (sales to institutional and other qualified investors) as well as 
public offerings of securities, except for bank-eligible securities. Private 
placements create many of the same conflicts of interest as public offerings, 
including the “salesman’s stake” of a universal bank in marketing and 
supporting the financial investments that it originates. Moreover, the 
disclosure standards for private placements are substantially weaker than 
the disclosure requirements governing public offerings. Universal banks 
sold most of the toxic CDOs created during the subprime lending boom 
through private placements under the SEC’s Rule 144A. Those CDOs 
inflicted devastating losses on poorly informed institutional investors.” 

A new Glass-Steagall Act should allow banks and their affiliates to 
syndicate loans and to sell loans and loan participations to qualified 
institutional investors, such as banks, insurance companies, securities 
broker-dealers, and asset managers. To encourage sound lending, Congress 
should require banks to retain at least 5-10% of the credit risk for each loan 
they syndicate or sell. Risk retention (“skin in the game”) requirements 
would discourage banks from originating unsound loans for syndication or 
sale.!0 

Strong regulation of syndicated lending by banks is essential. Large 
banks arranged risky syndicated loans for domestic and foreign borrowers 
during the 1970s and 1980s, and high default rates on those loans inflicted 
severe losses on banks.!! Regulators must ensure that the up-front fees 
generated by syndicated loans do not tempt banks to originate and sell loans 
with excessive risks. Regulatory oversight must include vigorous 
enforcement of both risk retention requirements and prudential safety-and- 
soundness standards. 


While banks should be allowed to syndicate and sell loans, a new Glass- 
Steagall Act should prohibit banks and their affiliates from converting loans 
into asset-backed securities (ABS). As shown by the experiences of the 
1920s and 2000s, the securitization process is riddled with conflicts of 
interest. It creates perverse incentives for banks to originate unsound, high- 
risk loans, package them into ABS, and then use deceptive marketing and 
fraudulent representations to sell those ABS to investors. A new Glass- 
Steagall Act should therefore bar banks and their affiliates from 
underwriting and selling ABS. It should also impose stronger risk retention 
requirements on securities broker-dealers and other nonbank financial 
institutions when they underwrite and sell ABS to investors.!¢ 

A new Glass-Steagall Act would promote higher-quality ABS by (1) 
imposing risk retention requirements on banks that sell loans to securities 
broker-dealers for securitization and (2) encouraging broker-dealers to 
enforce the loan covenants provided by those banks. Securities firms would 
be independent actors under a new Glass-Steagall Act because they would 
no longer be affiliated with banks.'? Securities firms would also face 
liability risks if they sell unsound ABS to investors. Accordingly, securities 
firms would have strong incentives to enforce the loan covenants provided 
by banks. In combination, risk retention requirements and _ stronger 
incentives for enforcement of bank loan covenants should help to deter 
banks from originating and selling unsound or fraudulent loans. 

In addition to prohibiting banks from underwriting and trading in 
securities, Congress should not allow banks and their affiliates to 
underwrite insurance products. Congress should reinstate the prohibition on 
insurance underwriting that previously applied to banks and their affiliates 
under the Bank Holding Company Act of 1956, as amended in 1970 and 
1982. Prior to 1999, the BHC Act prevented banks and their affiliates from 
acting as principals (rather than agents) in providing insurance products, 
except for bona fide credit insurance sold to borrowers. ‘4 

Congress should allow banks and their affiliates to earn agency-based 
fees (1) by providing investment advice and securities brokerage services 
and (2) by acting as agents in selling insurance products. Brokerage and 
advisory services and other agency activities do not create the dangerous 
conflicts of interest and financial risks that are currently generated when 
universal banks underwrite (create) the financial products they sell. 
However, brokerage, advisory, and other agency activities must be strictly 


regulated to ensure that banks do not assume any legal duties or liabilities 
as principals in connection with those activities.!° 

Congress should also allow nonbank subsidiaries of bank holding 
companies to engage in activities that are “closely related to banking” under 
Section 4(c)(8) of the BHC Act. Congress could provide additional 
flexibility by allowing the Fed to approve new “closely related” activities 
that are reasonably related to traditional banking operations, such as 
deposit-taking, lending, payment and settlement services, and trust (wealth 
Management) services. However, the Fed must not allow any “closely 
related” activities that would be equivalent—either legally or functionally 
—to the securities and insurance activities that a new Glass-Steagall Act 
would prohibit. !© 

To ensure the effectiveness of a new Glass-Steagall Act, Congress should 
forbid banks and their affiliates from creating derivatives that function as 
“synthetic” substitutes for securities or insurance products. To achieve that 
goal, Congress should prohibit banks and their affiliates from entering into 
derivatives—as either dealers or end-users—unless those derivatives 
qualify for hedge accounting treatment under standards issued by the 
Financial Accounting Standards Board. To satisfy hedge accounting 
standards, derivatives held by a bank or its affiliate must provide bona fide 
hedges against specifically identified risk exposures arising out of the 
bank’s or affiliate’s authorized assets, liabilities, and activities. Banks and 
their affiliates should not be allowed to enter into derivatives for vaguely 
defined purposes like “portfolio hedging” or “macro hedging.” The broad 
parameters of those poorly defined concepts could potentially allow banks 
to evade the structural boundaries established by a new Glass-Steagall 


Act.!” 


In addition to ending culture clashes and removing dangerous conflicts of 
interest, a new Glass-Steagall Act would significantly reduce systemic risk 
and improve financial stability. The strong structural buffers established by 
the Glass-Steagall and BHC Acts prevented disruptions occurring in one 
financial sector from spilling over into other sectors and causing systemic 
crises after World War II. Those buffers also enabled financial institutions 
from one sector to help other sectors that experienced serious financial 


distress. For example, the Fed mobilized large banks (and supported them 
with discount window loans) to stabilize the commercial paper market 
following Penn Central’s default in 1970, to help securities firms after the 
1987 stock market crash, and to assist securities firms and nonfinancial 
companies after Russia’s debt default in 1998. During all three episodes, the 
banking system provided much-needed support for other sectors because 
large banks were not exposed to crippling losses from capital markets 
activities. Conversely, securities firms provided an alternative source of 
credit to business firms in the early 1990s, when large banks were 
weakened by severe lending losses.!® 

In 1999, Congress repealed Glass-Steagall and destroyed the structural 
buffers that prevented contagious spillovers of financial risks and losses. 
The banking, securities, and insurance sectors became closely intertwined 
through the formation of giant financial conglomerates, and the risks 
created by those conglomerates spread across the entire span of the 
financial system. The financial crisis of 2007-09 was centered around the 
failures or threatened failures of giant financial conglomerates in all three 
sectors, including Citigroup, Bank of America, Wachovia, RBS, Lloyds- 
HBOS, ING, UBS, Commerzbank, Dexia, Fortis, the Big Five securities 
firms, and AIG.!9 

Restoring the precautionary buffers of the Glass-Steagall Act and the pre- 
1999 BHC Act would substantially reduce the threat of contagion from one 
financial sector into other sectors. Each sector could again serve as a 
potential source of financial support for distressed firms in other sectors. 
Federal regulators would be less likely to bail out troubled securities firms 
or insurance companies, as failures of nonbank financial firms would have a 
lower probability of disrupting the banking sector or destabilizing the entire 
financial system. Risk separation would be particularly effective if a new 
Glass-Steagall Act compels a substantial shrinkage of the shadow banking 
system, as will be described in the next section of this chapter. Thus, a new 
Glass-Steagall Act would establish a “precautionary principle” of great 
importance by strengthening the stability and resilience of the financial 
system and reducing the risks of a system-wide financial crisis.7° 

A new Glass-Steagall Act would also reduce systemic risks in the 
banking system by requiring banks to divest their capital markets 
operations. Studies have shown that universal banks created excessive risks 
and undermined financial stability during the boom-and-bust cycles that led 


to the Great Depression and the Great Recession. Large banks that engaged 
heavily in capital markets activities (including securitization, trading, and 
other investment banking services) during the 2000s experienced higher 
volatility in their earnings as well as greater risks of failure.*! During the 
Great Recession, large diversified banks from countries with universal 
banking regimes performed much worse than traditional banks from 
countries that imposed limits on the ability of banks to engage in capital 
markets activities.22 Similarly, universal banks in the U.S. and Europe 
performed much worse during the Great Depression, compared with 
specialized U.K. and Canadian commercial banks that were structurally 
separated from the capital markets.~° 

Large U.S. and foreign banks that focused on capital market activities 
during the 2000s generated higher levels of systemic risk and posed greater 
threats to financial and economic stability.2* More than twenty large 
financial conglomerates in the U.S., U.K., and EU assumed enormous risks 
in their capital markets units during the 2000s, which led to huge losses and 
costly bailouts of those institutions during the Great Recession.” Restoring 
Glass-Steagall would reverse those dangerous trends in the U.S. and 
potentially in other countries that follow our lead by separating their banks 
from the capital markets. 

A new Glass-Steagall Act would stop banks from using capital markets 
affiliates to exploit safety net subsidies, including deposit insurance, access 
to Fed discount window loans and payment system guarantees, and implicit 
TBTF guarantees. The current regulatory regime allows universal banks to 
use their significant cost-of-funding advantage from accepting deposits— 
the cheapest source of funding available in the private sector—to finance 
speculative investments and trading in the capital markets. JPMC, BofA, 
and Citigroup paid average interest rates of less than 0.2% on their savings 
deposits and money market accounts between 2013 and 2017. Ultra-low 
deposit rates give big universal banks a decisive cost-of-funding advantage 
over nonbank competitors in the capital markets.*° 

Universal banks have magnified their cost-of-funding advantages by 
persuading Congress to repeal the Lincoln Amendment in 2014 and by 
convincing regulators to weaken the Volcker Rule in 2019. The repeal of 
the Lincoln Amendment allows universal banks to conduct virtually all of 
their derivatives activities inside their subsidiary banks. JPMC’s “London 


Whale” fiasco occurred in its largest subsidiary bank, which used “excess 
deposits” to finance disastrous trading in high-risk synthetic derivatives. By 
watering down the Volcker Rule, regulators have allowed universal banks to 
expand their opportunities to use deposits to finance their capital markets 
activities.*” 

A new Glass-Steagall Act would represent a major step toward stopping 
the transfer of safety net subsidies outside the banking system. It would 
significantly increase market discipline in the capital markets. Investors and 
creditors would have stronger incentives to monitor nonbank financial firms 
that engage in capital markets activities because those firms would not be 
affiliated with banks and regulators would be less likely to bail them out 
during a crisis. In addition, regulators could more effectively supervise 
banks, securities firms, and insurance companies because those institutions 
would be smaller and less complex.7® 

To address potential systemic risks among nonbanks, Congress should 
clarify and strengthen the authority of the Financial Stability Oversight 
Council to designate nonbank financial firms as systemically important 
financial institutions. Congress should clarify that FSOC has a duty—not 
merely a discretionary option—to designate nonbank firms as SIFIs if they 
pose significant risks to financial stability. Congress should also strengthen 
the Fed’s authority to apply enhanced prudential regulation and oversight to 
designated nonbank SIFIs under Title I of Dodd-Frank.?? 


A new Glass-Steagall Act will not be successful unless it prevents nonbanks 
from continuing to fund their activities by issuing short-term financial 
claims that function as deposit substitutes. Section 21 of the Glass-Steagall 
Act of 1933 prohibits nonbanks from accepting “deposits,” and it imposes 
criminal penalties for violating that prohibition. However, Section 21 does 
not define the term “deposits” with sufficient clarity. Beginning in the 
1970s, federal regulators allowed nonbanks to offer short-term financial 
instruments that serve as substitutes for deposits, including money market 
mutual funds (MMMEFs), commercial paper, and securities repurchase 
agreements (repos).°” 

Securities broker-dealers and other nonbank financial firms have used 
short-term deposit substitutes since the 1970s to finance longer-term 


consumer and commercial loans. Deposit substitutes grew at exponential 
rates after 1975 and allowed nonbanks to offer liquidity and lending 
services that were functionally equivalent to the deposits and loans 
provided by chartered banks. Assets held by MMMFs mushroomed from $3 
billion in 1977 to $3.8 trillion in 2007. The commercial paper market 
swelled from $50 billion in 1975 to $2 trillion in 2007. The volume of repos 
issued by large securities firms expanded from $110 billion in 1981 to $3.5 
trillion in 2007.°! 

Policymakers encouraged the growth of deposit substitutes (shadow 
deposits) by giving them preferential treatment. The Fed intervened to 
stabilize the commercial paper market in 1970 and the repo market in 1982. 
Congress created a bankruptcy safe harbor for repos in 1984 and expanded 
it in 2005. Shadow deposits made the capital markets more fragile by 
creating the potential for contagious runs by creditors who held short-term 
deposit substitutes issued by securities firms and other nonbank financial 
firms (shadow banks). During the financial crisis of 2007-09, the federal 
government provided trillions of dollars of emergency loans and guarantees 
to protect shadow deposits and shadow banks.°? 

Congress should amend Section 21 by defining “deposits” to include all 
short-term financial instruments that are payable in practice at par (100% of 
the amount invested) either on demand or within ninety days of issuance. 
Accounting principles treat debt instruments with maturities of less than 
three months as “cash equivalents.”°? My proposed definition of “deposits” 
would prohibit nonbanks from issuing short-term financial instruments that 
function as cash equivalents and deposit substitutes. My proposed definition 
would include MMMFs with a fixed net asset value (NAV) of $1 per share. 
MMMFs with fixed NAVs are deposit substitutes because they redeem their 
shares in practice at par on demand. Commercial paper and repos with 
terms of less than ninety-one days would also be treated as “deposits” under 
my proposed definition. Only chartered banks would be allowed to issue 
such short-term financial instruments because those instruments constitute 
“money claims,” have very significant effects on financial stability and 
monetary policy, and are therefore matters of compelling public interest.°* 

Requiring all deposit substitutes to be issued by chartered banks would 
dramatically shrink the shadow banking system by forcing short-term 
financial claims to move from nonbanks to the regulated banking system. 
Nonbanks would be required to finance their operations by issuing either 


equity securities or debt obligations that have maturities longer than ninety 
days, or by obtaining loans from banks. Nonbanks would be subject to 
stronger market discipline and would have to pay higher interest rates on 
their longer-term obligations, because a new Glass-Steagall Act would 
substantially reduce the likelihood of government bailouts for nonbanks and 
holders of their securities. 

The potential impact of defining “deposits” to include all short-term 
financial claims is illustrated by the response of institutional investors to a 
rule adopted by the SEC in 2014. Under that rule, MMMFs whose shares 
are held by institutional investors must redeem their shares based on a 
floating (market-value) NAV if those funds invest in either “prime” 
(nongovernment) securities or tax-exempt municipal bonds. The 2014 rule 
effectively removed deposit-like treatment from prime and tax-exempt 
MMMEFs held by institutional investors. In contrast, the 2014 rule allows all 
MMMFs held by retail investors and government MMMFs (which invest in 
federal government securities) held by institutional investors to continue 
providing deposit-like treatment by redeeming their shares based on a fixed 
NAV of $1 per share. 

When the 2014 rule took effect in 2016, institutional investors quickly 
withdrew over $1 trillion from prime and tax-exempt MMMEFs and 
transferred those funds to either government MMMFs or bank deposit 
accounts. Meanwhile, there was no significant change in the amount of 
MMMEFs held by retail investors because those funds continued to offer a 
fixed NAV of $1 per share.*° 

The dramatic response of institutional investors to the SEC’s 2014 rule 
strongly indicates that MMMFs would probably disappear—and their funds 
would be transferred to bank deposit accounts—if all MMMEFs were barred 
from offering deposit-like treatment (payment at par on demand, based on 
fixed NAVs). Similarly, the ability of nonbanks to fund their operations 
from commercial paper or repos would be significantly reduced if they were 
prohibited from issuing such instruments with maturities shorter than 
ninety-one days. 

Preventing nonbanks from issuing deposit substitutes would greatly 
improve the ability of federal regulators to monitor the volume and 
potential risks of short-term claims in the financial system. Regulators 
could readily determine the volume of short-term claims through their 
supervision of banks that issue those claims. In contrast, regulators cannot 


adequately monitor and regulate the risks of short-term financial claims in 
shadow banking markets under present rules. In 2018, the Treasury 
Department’s Office of Financial Research acknowledged that regulators 
could only roughly estimate the size of the market for uncleared bilateral 
repos, even though that market includes trillions of dollars of short-term 
obligations.°° 

Runs by holders of short-term financial claims have been a leading and 
recurrent cause of systemic financial crises.2” My proposed definition of 
“deposits” under Section 21 would greatly improve the ability of regulators 
to prevent such runs. All short-term financial claims would be brought out 
of the shadows and into chartered banks, which are subject to periodic 
reporting requirements as well as supervision and examination by bank 
regulators. For example, regulators could (1) require banks to maintain 
stronger liquidity reserves for short-term claims, (2) specify the types of 
collateral that banks may pledge when they borrow funds under short-term 
repos, and (3) impose limits on the ability of repo lenders to rehypothecate 
(repledge) the collateral pledged by banks. 

Moving all short-term financial claims inside banks would also enhance 
the Fed’s ability to conduct monetary policy by adjusting bank reserve 
requirements in response to changing financial and economic conditions. 
For example, the Fed could impose higher reserve requirements on banks to 
prevent dangerous liquidity mismatches between their long-term assets and 
short-term liabilities. The Fed could establish higher reserve requirements 
without being concerned that short-term financial claims would migrate to 
nonbanks outside the banking system.*° Studies have shown that the growth 
of shadow banks in the U.S. and Canada has undermined the effectiveness 
of monetary policy in both countries by allowing investors to transfer their 
funds from chartered banks to shadow banks whenever the Fed or the Bank 
of Canada attempts to tighten monetary policy.*? Accordingly, prohibiting 
nonbanks from issuing short-term financial claims would substantially 
improve the effectiveness of the Fed’s monetary policy actions. 

Moving all short-term financial claims inside banks would also expand 
the FDIC’s resources for dealing with banking crises. Banks pay deposit 
insurance assessments to the FDIC based on their total liabilities multiplied 
by their risk-adjusted premium rate.*° In contrast, MMMFs have never paid 
government insurance premiums except for a minimal 0.3% guarantee fee 


for a relatively brief period after MMMFs were bailed out in 2008.4! Under 
my proposed amendment to Section 21, the volume of short-term liabilities 
held by banks would increase by trillions of dollars (as funds move from 
MMMEFs_ and _ broker-dealers to banks), and banks would pay 
correspondingly higher deposit insurance assessments. Higher assessments 
would increase the size of the deposit insurance fund, thereby providing the 
FDIC with additional resources for dealing with future bank failures. 


A new Glass-Steagall Act would also promote greater competition in both 
the commercial banking sector and the capital markets. Universal banks 
would be required to divest their capital markets activities, thereby 
significantly reducing their size and complexity. Big banks would probably 
face additional pressures to shrink because their TBTF cost-of-funding 
advantages would likely diminish after they spin off their capital markets 
operations. Capital markets operations account for a much larger share of 
the assets of the biggest money center banks, compared with midsized 
regional banks. A new Glass-Steagall Act should therefore lead to a more 
competitive banking industry with smaller size disparities between money 
center banks and regional banks.*7 

Goldman Sachs and Morgan Stanley would probably decide to spin off 
their deposit banking operations and return to their former status as 
nonbank securities firms. Neither firm maintains a large network of deposit- 
taking branches, and deposits represent a relatively small percentage of 
their total liabilities. Both firms would therefore be likely to keep their large 
capital markets and wealth management operations and divest their much 
smaller banking functions. New securities firms would probably be 
organized from the capital markets operations spun off by JPMC, BofA, 
Citigroup, and Wells Fargo.*° The result should be greater competition 
among a larger number of securities broker-dealers, including the broker- 
dealer subsidiaries of private equity firms. 

A new Glass-Steagall Act should also expand the availability of bank 
credit to small and medium-sized businesses. Those businesses cannot 
obtain financing from public offerings of securities and depend on banks as 
their primary external sources of credit. After divesting their capital markets 
activities, large banks would have stronger incentives to increase their 


lending to bank-dependent business firms. In addition, the prohibition on 
the issuance of deposit substitutes by nonbanks would cause households, 
businesses, and institutional investors to shift trillions of dollars of short- 
term funds to banks of all sizes. Increased deposit funding for banks would 
enable them to make more loans to bank-dependent businesses.** 

Policymakers should make special efforts to encourage growth within the 
community bank sector. Community banks (typically with assets under $10 
billion) are the primary and preferred source of credit for small businesses, 
and they are much more reliable lenders to small firms through the business 
cycle. The four biggest U.S. banks slashed their small business lending by 
more than half between 2006 and 2014, while other large U.S. banks with 
over $50 billion of assets reduced their small business lending by more than 
a third. In contrast, banks smaller than $50 billion decreased their small 
business lending by only 12%, and community banks with assets under $10 
billion increased their share of the small business lending market between 
2006 and 2014.4° Community banks continued to expand the amount of 
their small business lending more rapidly than the rest of the banking 
industry between 2014 and 2018.*° 

The very severe cutbacks in small business lending by big banks during 
the financial crisis inflicted worse than average job losses and higher failure 
rates on small businesses and discouraged the formation of new businesses. 
The steep reductions in small business lending by big banks contributed to 
above-average unemployment rates and below-average wage growth in 
counties where big banks held larger market shares.4”7 Community banks 
could not fill the lending gap created by big banks because federal agencies 
provided very little help to smaller banks during the financial crisis. In 
contrast to the massive bailouts given to megabanks, federal officials “ruled 
out forbearance” for community banks and stood by while more than 450 
smaller banks failed between 2008 and 2012.*° 

Federal regulators also created very high entry barriers that discouraged 
the formation of new community banks after the financial crisis. Fewer than 
twenty new banks opened for business between 2010 and 2018, in sharp 
contrast to the formation of over two thousand new banks between 1993 
and 2008. Federal agencies required newly chartered banks to satisfy 
extremely high capital requirements, thereby making it almost impossible to 
establish new banks in smaller cities or rural areas.*? 


Failures of hundreds of community banks during the financial crisis and 
the very high regulatory barriers to new entry after the crisis accelerated a 
longer-term trend of shrinkage in the community bank sector. The number 
of community banks with assets under $10 billion fell by more than half— 
from more than 14,000 to fewer than 6,000—between 1984 and 2015. 
Community banks’ share of total banking industry assets declined from 
38% to 14% during that period, while the share of industry assets held by 
the four largest U.S. banks skyrocketed from 6% to 44%. Federal agencies 
encouraged both trends by (1) adopting very lenient antitrust review 
standards that permitted a rapid consolidation of the banking industry 
through mergers and acquisitions and (2) rescuing TBTF megabanks while 
doing little to help community banks during the banking crises of 1982—91 
and 2007—-09.°° 

The disappearance of community banks removed a crucial source of 
credit for new firms and contributed to an alarming drop in business 
startups. The annual formation rate for new U.S. business firms fell from 
100,000 during the early 2000s to less than 25,000 in 2012 and 2013. That 
sharp decline in business start-ups should be a matter of great public 
concern because small businesses create a majority of new jobs and employ 
almost half of the private sector workforce.°! 

Many small firms have turned to online (“fintech”) nonbank lenders for 
credit in recent years, due to the lack of adequate bank credit. However, 
fintech lenders charge much higher interest rates and insist on more onerous 
repayment terms. It is also doubtful whether fintech lenders will be able to 
maintain their small business lending during financial disruptions, given the 
heavy reliance of fintech lenders on volatile funding from the capital 
markets. Small businesses strongly prefer community banks—compared 
with larger banks and fintech lenders—because (1) community banks 
follow a long-term, customized, relationship-based approach instead of a 
short-term, transactional, “cookie-cutter” model and (2) community banks 
are much more reliable lenders through downturns in the business cycle.°7 

The declining market share of community banks and the increasing 
dominance of megabanks have also contributed to a growing inequality in 
economic outcomes between the largest metropolitan areas and smaller 
cities, towns, and rural areas. Since the financial crisis, the biggest U.S. 
banks have focused on serving the most affluent urban areas, and they have 
closed thousands of branches in smaller cities, towns, and rural counties. 


Branch closings by large banks have left many communities without any 
banking presence, a situation that often amounts to a “death sentence for a 
small town.” Community banks are currently the only banks or the primary 
banks in about 40% of U.S. counties. Community banks are also the most 
important supporters of civic groups and charitable organizations in many 
smaller cities and towns.** 

A new Glass-Steagall Act would be likely to encourage substantial 
inflows of deposits and capital into community banks as universal banks 
break up and nonbanks are barred from issuing short-term financial claims. 
Policymakers should promote additional growth in the community bank 
sector by reducing regulatory barriers to the formation of new banks. A 
stronger community banking sector would provide much-needed credit to 
existing small businesses, would help to finance new business start-ups, and 
would give vital support to smaller cities, towns, and rural areas, thereby 
improving economic and social welfare.°* 

A recent European study documented the highly positive impact of 
smaller banks on the economic performance of local regions in Austria, 
France, Germany, Italy, and Spain. The study found that regions in which 
smaller banks had a more substantial presence benefited from higher levels 
of household income and household wealth as well as lower unemployment 
rates. In contrast, regions dominated by larger banks suffered from lower 
levels of household income and household wealth as well as higher 
unemployment rates. The crucial difference was the willingness of smaller 
banks to invest a significantly higher percentage of their assets in making 
loans to borrowers in the regions they served. Increased lending by smaller 
banks made them much more effective as catalysts for economic growth 
within their local regions. The study concluded that further “consolidation 
of the European banking system is counterproductive” because “[a] diverse 
local banking structure improves regional supply of financial intermediation 
and could be the basis for more relationship lending.”°° 

Federal bank regulators and the Justice Department should take further 
steps to promote a more decentralized, diverse, and competitive U.S. 
banking industry by applying much stricter scrutiny to bank mergers and 
acquisitions. Bank regulators and the Justice Department have encouraged 
bank consolidation over the past three decades by adopting very lax 
antitrust review standards. However, the anticipated benefits of a highly 


concentrated banking system have not been realized.°° 


Big banks have repeatedly failed to provide adequate and reliable credit 
to bank-dependent firms and smaller communities. Large banks have 
pursued aggressive expansion strategies to become megabanks so they can 
exploit TBTF subsidies and dominate local and regional geographic 
markets as well as specialized product markets. Megabanks have charged 
substantially higher fees for their services to consumers and small 
businesses compared with community banks.°’ The biggest banks have 
produced the highest levels of systemic risk in the U.S. and around the 
world since 2000, and many of them required costly bailouts during the 
financial crisis.°° Accordingly, regulators should deny bank mergers and 
acquisitions that threaten to intensify TBTF problems, undermine financial 
stability, or weaken competition in geographic or product markets.°° 


A new Glass-Steagall Act would produce additional public benefits by 
reducing the excessive and dangerous influence that universal banks and 
their allies exercise over our political and regulatory systems. The financial 
(finance, insurance, and real estate) sector spent $14 billion on lobbying and 
political campaign contributions between 1998 and 2018. Those 
expenditures surpassed—by a very substantial margin—comparable 
spending on political influence by any other industry sector.°° 

Universal banks have magnified their influence by employing former 
members of Congress and former senior agency officials.°! About 30% of 
the lawmakers and 40% of the senior legislative staff members who played 
the most important roles in drafting the Dodd-Frank Act subsequently left 
Congress to work for Wall Street institutions or firms that provide 
professional services to Wall Street. Many senior executive branch officials 
and regulators have taken the same path. 

For example, former House Financial Services Committee Chairman Jeb 
Hensarling (R-TX) joined UBS as a vice chairman, following the route 
previously taken by his mentor, former Senate Banking Committee 
Chairman Phil Gramm (R-TX). Former White House Chief of Staff William 
Daley joined Wells Fargo as vice chairman of public affairs. Former 
Comptroller of the Currency John Dugan became chairman of the board of 
Citigroup. Former Treasury Secretaries Timothy Geithner and Jacob Lew 
became top executives in private equity firms. Former Fed Chairman Ben 


Bernanke became a senior advisor to Pimco and the Citadel hedge fund. 
Former Senate Banking Committee Chairman Christopher Dodd, former 
Attorney General Eric Holder, and former SEC Chairman Mary Jo White 
joined prominent law firms that represent many of the largest financial 
institutions.°* 

Passage of the Gramm-Leach-Bliley Act (GLBA) in 1999 greatly 
increased the financial industry’s political clout, as it enabled large banks, 
securities firms, and insurance companies to combine forces by establishing 
financial holding companies. GLBA ended the internecine political warfare 
among the banking, securities, and insurance sectors, which blocked many 
deregulatory bills from advancing in Congress during the 1980s and the 
early and mid-1990s. Since 1999, the financial industry has shown a high 
degree of solidarity in advancing its political agenda, and the biggest 
universal banks have been the leaders in shaping that agenda.®° In 2009 and 
2010, the financial sector employed over 1,400 former federal officials as 
lobbyists, including 73 former members of Congress and two former 
Comptrollers of the Currency. During the same period, the six largest 
universal banks directly employed over 240 lobbyists who were former 
members of Congress, congressional staffers, or senior agency officials. 

Megabanks and the financial sector as a whole have received lucrative 
returns from their political investments. Large banks achieved an unbroken 
series of legislative victories between 1999 and 2007, including passage of 
GLBA, the Commodity Futures Modernization Act of 2000, and 
bankruptcy “reform” legislation in 2005. The financial industry also 
defeated several bills that would have imposed tighter restrictions on 
nonprime mortgage lending. The financial industry could not prevent Dodd- 
Frank’s passage in 2010, but it defeated, watered down, or undermined the 
implementation of key provisions that threatened the interests of universal 
banks.°° 

Megabanks secured additional, individualized benefits from _ their 
lobbying efforts. Large banks that spent more on lobbying (including 
employing well-connected former government officials) were more likely to 
receive bailouts and less likely to be targeted with tough enforcement 
actions during the financial crisis and its aftermath. The favorable treatment 
they received was not due to either better business judgment or improved 
financial performance. In fact, large banks that spent more on lobbying also 
pursued riskier business strategies (including higher-risk mortgage lending), 


suffered larger losses during the financial crisis, and performed worse after 
the crisis, compared with banks that did relatively little lobbying. 

Efforts to restrain the political power of universal banks by imposing 
additional restrictions on lobbying, political contributions, or the 
employment of former government officials are not likely to be effective. 
Lobbying, political fundraising, and the “revolving door” between 
Washington and Wall Street are deeply entrenched features of our political 
landscape. Those trends have steadily grown in magnitude during the past 
half century, under both Democratic and Republican administrations.°” The 
six largest U.S. universal banks enjoy a decisive advantage in political and 
economic influence over their domestic competitors. The same six banks 
and seven of their European peers dominate global financial markets as well 
as leading international financial trade associations.°° 

A new Glass-Steagall Act would offer a much more direct and promising 
approach for reducing the political influence of megabanks. Breaking up the 
financial industry into three distinct sectors would be likely to rekindle the 
heated political rivalries that existed among banks, securities firms, and 
insurance companies until the late 1990s. Each sector would have strong 
incentives to police the boundaries established by a new Glass-Steagall Act 
and to oppose regulatory or legislative efforts that could undermine those 
boundaries. Each sector would serve as a strong counterweight against the 
political and regulatory influence of the others.®? 

A new Glass-Steagall Act would incorporate the wisdom of James 
Madison and Louis Brandeis by dividing the political, economic, and 
financial power of large universal banks. Madison explained in Federalist 
No. 51 that the federal government should be divided into three separate 
branches to enable those branches to serve as “the means of keeping each 
other in their proper places.”’° In the early 1900s, Louis Brandeis argued 
that the “Money Trust” on Wall Street should be broken up by separating 
banks from the securities markets. Brandeis maintained that Wall Street’s 
“financial oligarchy” threatened the political liberty of ordinary citizens as 
well as the social and economic welfare of local communities and small and 
medium-sized businesses. The Glass-Steagall Act of 1933 followed 
Brandeis’ advice and “curb[ed] private financial power by fragmenting that 
power.” Louis Brandeis and Carter Glass were both devoted followers of 


Woodrow Wilson, and there was a “striking similarity in [their] 
backgrounds and views.”’! 

To defend the integrity of its structural barriers, a new Glass-Steagall Act 
should expressly authorize firms from each financial sector to file lawsuits 
challenging regulatory actions that threaten to weaken those barriers. 
Securities firms and insurance companies successfully filed lawsuits to 
defend the original Glass-Steagall Act until the Supreme Court issued its 
Chevron decision in 1984. As explained in Chapter 7, Chevron enabled 
bank regulators to undermine Glass-Steagall by claiming judicial deference 
for very questionable “interpretations” of purportedly “ambiguous” terms in 
the statute. Accordingly, a new Glass-Steagall Act should declare that 
future regulatory interpretations of the statute will not qualify for Chevron 
deference and will instead be subject to independent de novo review by the 
courts. ’* 


Opponents of a new Glass-Steagall Act have raised three major objections. 
First, they argue that breaking up universal banks would destroy beneficial 
economies of scale and scope.’? Analysts have long debated whether large, 
diversified banks produce beneficial economies of scale and scope, and a 
consensus has not been reached on that question.’* However, there is 
compelling evidence that big universal banks do not generate positive 
synergies through the business cycle, especially if one excludes their cost- 
of-funding advantages from TBTF subsidies. Richard Davies and Belinda 
Tracey could not identify any favorable economies of scale at large 
international banks (with more than $50 billion of assets) between 2001 and 
2010 after they controlled for the effects of TBTF cost-of-funding 
advantages.’° Several studies determined that large U.S. banks with greater 
geographic and activity diversification had higher levels of earnings 
volatility and insolvency risk and lower market valuations even before the 
financial crisis began.’° Other studies found that large U.S. and 
international banks with a heavy focus on capital markets activities had 
elevated levels of systemic risk and were more likely to fail or need bailouts 
out during the financial crisis.”” 

Many universal banks failed the acid test of the financial crisis of 2007— 
09, just as they failed the challenges of the Great Depression.’® More than 


twenty large universal banks either collapsed or were bailed out in the U.S., 
U.K., and Europe during the financial crisis.’? The four largest U.S. 
universal banks and the five largest U.S. securities firms—which were de 
facto universal banks, with a heavy reliance on short-term shadow deposits 
—either failed or received extensive government assistance. It is very 
doubtful whether any of those nine institutions (with the possible exception 
of JPEMC) would have survived without government help.®° 

Only three of the top eleven global universal banks produced positive 
average annual returns for their shareholders between 2007 and 2016. A 
fourth bank broke even, and the other seven produced negative returns.®! 
That dismal record reflected the very large losses that big universal banks 
suffered during the financial crisis as well as the additional losses and 
penalties they incurred after the crisis for misconduct and other operational 
failures 

Widespread violations of law and other operational failures have 
tarnished the reputations and financial results of leading global universal 
banks since 2000. The twenty-six biggest U.S. banks reported more than 
$270 billion of losses from operational failures between 2002 and 2016, 
primarily due to sales of defective products and violations of other duties to 
clients. The six biggest U.S. universal banks paid $180 billion of 
misconduct penalties and settlements between 1998 and 2018, while major 
U.S. and foreign banks paid $370 billion of misconduct penalties and 
settlements between 2009 and 2018.° 

Investors have discounted the values of large universal banks, given their 
disastrous performance during the financial crisis and their continuing 
operational failures over the past decade. In December 2018, only two U.S. 
universal banks—JPMC and Wells Fargo—had market values higher than 
their book values. The market values of BofA and Morgan Stanley were 
about equal to their book values, while Goldman Sachs, Citigroup, and 
sixteen European universal banks had market values that were lower—in 
many cases much lower—than their book values.®* The very disappointing 
record of most universal banks in the U.S. and Europe since 2000 shows 
that universal banking is a boom-and-bust business model that does not 
produce positive synergies on any consistent, long-term basis. 


The second argument made by opponents of a new Glass-Steagall Act is 
that a breakup of universal banks would undermine the ability of U.S. 
financial institutions to compete with foreign universal banks from Europe 


and Japan.®* That argument rests on two deeply flawed premises: (1) the 
U.S. must allow foreign nations with the weakest standards of financial 
regulation to dictate the level of constraints on our financial institutions 
until all major countries agree on a common set of binding reforms, and (2) 
in the meantime, the U.S. must tolerate universal banks despite the grave 
threats they pose to financial stability and the severe problems caused by 
their conflicts of interest, incentives for excessive risk-taking, and TBTF 


subsidies. Both premises are unacceptable and must be rejected.®° 

As shown previously, a new Glass-Steagall Act would improve financial 
stability, increase the transparency of financial institutions and markets, and 
enhance market discipline for banks and nonbank financial firms. 
Accordingly, a larger share of global investment capital should flow into the 
U.S. banking system and U.S. financial markets after the new statute is 
enacted. That likely shift of global investment capital into the U.S. financial 
system would place great pressure on foreign countries to abandon 
universal banking and adopt similar prudential safeguards for their own 
banks and securities markets. In any event, we must not allow the stability 
of our financial system, the health of our economy, and the welfare of our 
citizens and nonfinancial businesses to be held hostage to the decisions of 
other countries. 

The claim that a new Glass-Steagall Act would place U.S. banks and 
securities firms at a competitive disadvantage is also contradicted by 
historical evidence. Large U.S. banks and securities firms were the most 
innovative and competitive financial institutions in global financial markets 
from the 1970s until the repeal of Glass-Steagall in 1999. The decentralized 
U.S. financial system produced more competitive, innovative, and dynamic 
financial institutions on both sides of Glass-Steagall’s structural boundaries. 
In contrast, Europe’s securities markets were completely dominated by 
large universal banks, and Europe’s financial institutions and securities 
markets were therefore far less innovative and much less competitive.°° 

During the 1980s and 1990s, large U.S. banks and securities firms earned 
higher profits and maintained better efficiency ratios than European 
universal banks. An important reason for the superior international 
performance of large U.S. financial institutions was that they faced more 


vigorous competition at home. Accordingly, they had strong incentives to 
improve the quality of their products and services as well as the efficiency 
of their operations. When European banks tried to catch up with their U.S. 
rivals in the 1990s and early 2000s, they did so by acquiring American 
financial firms and by hiring American bankers. Credit Suisse bought First 
Boston and Donaldson, Lufkin & Jenrette, while Deutsche Bank purchased 
Bankers Trust and UBS acquired Paine Webber. Thus, leading European 
universal banks recognized that they could not compete with U.S. banks 
and securities firms without acquiring American expertise.°” 

European universal banks have also performed much worse since the 
financial crisis, compared with their U.S. rivals. Since 2010, the five 
American universal banks with the largest securities operations—JPMC, 
BofA, Citigroup, Goldman Sachs, and Morgan Stanley—have established a 
clear lead in global capital markets over their European competitors. Many 
European universal banks have reduced the size and scope of their 
investment banking operations after producing very disappointing results. 
According to Philipp Hildebrand, former head of the Swiss central bank, the 
“migration [of European universal banks] into US-style investment banking 
for the most part has turned out to be a very bad adventure.”®° Deutsche 
Bank announced in 2019 that it would divest its global equity trading 
operations and substantially reduce other investment banking activities, due 
to several years of poor results.°? Nomura, the leading Japanese (and Asian) 
universal bank, experienced similar problems and also retreated from its 
previous ambition to compete with Wall Street banks on a global scale.%° 

It is very unlikely that the long record of superior performance of large 
U.S. financial institutions would change if those institutions were required 
to return to specialized business models resembling their operations from 
the 1970s through the mid-1990s. Past experience strongly indicates that 
specialized U.S. banks and securities firms would be more dynamic, 
innovative, and successful than European and Japanese universal banks. A 
renewal of the historic rivalry between large U.S. banks and securities firms 
in their home market would give them powerful incentives to provide 
superior services to both domestic and foreign customers. 


Third, opponents of Glass-Steagall Act contend that only big universal 
banks can satisfy the financial needs of multinational corporations.?! That 
claim is also contradicted by historical experience. From World War II 
through the 1990s, large U.S. and foreign corporations successfully 
obtained funding from U.S. banks through syndicated loans and from U.S. 
securities firms through syndicated offerings of equity and debt securities. 
Syndicated loans enable multiple banks to work together in providing large 
lines of credit and term loans to major corporations. Similarly, syndicated 
offerings of securities allow multiple securities firms to cooperate in selling 
large offerings of corporate equity and debt securities.°7 

The global syndicated lending market serves a wide range of business 
firms, including large multinational corporations. It is a growing market 
with almost $5 trillion of outstanding syndicated loans.?° The syndicated 
lending market would be likely to expand—not shrink—if large U.S. banks 
were required to focus on syndicated lending as their primary method for 
providing financing to large corporations. 

U.S. multinational corporations obtained most of their financing from 
U.S. banks and securities firms during the 1980s and 1990s. They did not 
rely substantially on European or Japanese universal banks during that 
period. As discussed earlier, a new Glass-Steagall Act would restore the 
decentralized system of banks and securities firms that performed very 
successfully during the 1980s and 1990s in financing business firms of all 
sizes, including the largest.°* 

Former Treasury Secretary and Citigroup chairman Robert Rubin 
vigorously defended the need for TBTF megabanks in an interview with 
David Rothkopf in 2012. Rothkopf asked Rubin whether “the biggest and 
most influential financial organizations ought to be broken up” to solve the 
TBTF “problem.” Rubin replied: “No ... don’t you see? Too big to fail isn’t 
a problem with the system. It is the system. ... The bigger multinationals 
get, the bigger financial institutions will have to get.”°° Rubin’s defense of 
universal banks mirrored the claim by HSBC chairman Douglas Flint in 
2014 that universal banks were an essential part of modern finance. As 
previously discussed, Flint also argued that the “burden of failure” of 
universal banks “rests with society.”°° Thus, according to Rubin and Flint, 
TBTF subsidies and bailouts are the price society must pay to preserve the 
touted—but illusory—benefits of universal banks. 


It is hardly surprising that top executives of universal banks are anxious 
to preserve those institutions. Rubin received $126 million of compensation 
from Citigroup between 1999 and 2009, despite Citigroup’s near-collapse 
and its receipt of three government bailouts.?” The CEOs of the five biggest 
U.S. universal banks (JPMC, BofA, Citigroup, Wells Fargo, and Goldman 
Sachs) received $900 million of compensation between 2008 and 2018, and 
their top subordinates received over $2.5 billion.°® Large European 
universal banks have also provided very generous compensation to their 
senior executives over the past decade, particularly in view of the lackluster 
performance of those banks.?° 

Most universal banks display a stunning gap between the extraordinary 
levels of compensation paid to their executives and the subpar investment 
returns received by their long-term shareholders. That gap between 
executive pay and universal bank performance reflects a general failure by 
regulators and shareholders to restrain self-aggrandizement by insiders of 
those financial giants.!°? Deutsche Bank provides an extreme example of 
that trend. Deutsche Bank paid €71 billion of bonuses to its executives and 
key employees between 1995 and 2016, while producing total shareholder 
returns of only €17 billion during the same period. After reviewing those 
figures, a Deutsche investment banker asked, “Would the bank have been 
better off without hiring any of us?”!°! 


We must adopt a new Glass-Steagall Act because the Dodd-Frank Act has 
failed to remove the enormous dangers posed by universal banks and 
shadow banks. As described in Chapter 12, the Obama administration and 
leading congressional sponsors of Dodd-Frank made conscious decisions 
not to break up universal banks or shadow banks. Instead, they tried to 
make universal banks and shadow banks safer by improving regulatory 
controls over those institutions. 

From the outset, Dodd-Frank’s success depended on the highly 
discretionary implementation of hundreds of complex and technical reforms 
by regulators who were subject to constant lobbying from universal banks 
and other Wall Street interests. Several of Dodd-Frank’s key reforms have 
never been implemented, and a number of other mandates have been 
repealed or undermined by Congress and regulators (especially those 


appointed by President Trump). Consequently, Dodd-Frank has not solved 
the TBTF problem, and it has not significantly reduced the systemic 
dangers posed by universal banks and large shadow banks.'°* As Simon 
Johnson and James Kwak warned in 2010, “Solutions [like Dodd-Frank] 
that depend on smarter, better regulatory supervision and corrective action 
ignore the political constraints on regulation and the political power of the 
large banks,” as well as the omnipresent threat of “regulatory capture.” !°° 

Unless we institute a new Glass-Steagall Act, our banking system and 
capital markets will continue to be dominated by giant universal banks and 
large shadow banks (including private equity firms and hedge funds), with 
their manifold conflicts of interest, excessive risk-taking, TBTF subsidies, 
and systemic dangers.!°* Universal banks and shadow banks will keep 
generating record levels of household, corporate, and sovereign debts, 
which could set the stage for the next financial crisis. Despite repeated calls 
for restraint by regulators, universal banks and shadow banks continue to 
churn out massive volumes of financing for risky transactions, including 
leveraged corporate loans and junk bonds as well as securitizations of 
speculative commercial real estate loans, nonprime auto loans, student 
loans, and credit card debts.!°° 

The risky private sector debts produced by universal banks and shadow 
banks are part of an expanding global debt pile, which also includes 
unprecedented levels of sovereign debts during peacetime. Universal banks 
hold significant risk exposures to many of those debts.!°° Heavy sovereign 
debt burdens and huge budget deficits accumulated during the last financial 
crisis have left most developed nations with very limited room for fiscal 
stimulus. When the next crisis occurs, it is doubtful whether many 
developed countries will be able to issue large volumes of new government 
bonds without risking the outbreak of new sovereign debt crises.!°7 

During the past decade, the U.S., U.K., EU, and Japan have relied 
heavily on their central banks to maintain financial stability and support 
economic growth by adopting unconventional monetary policies. However, 
those four central banks exhausted much of their unconventional policy 
arsenal by 2019. After completing huge quantitative easing programs, their 
balance sheets held over $15 trillion of assets, in 2018, compared with only 
$4 trillion in 2008. Many analysts therefore questioned whether central 
banks could undertake large new QE programs in response to a future crisis 


without straining their credibility and risking the soundness of the 
currencies they oversee.!78 

The interest rate tools of the four major central banks were similarly 
depleted by 2019. At the beginning of that year, baseline interest rates were 
2.25—2.5% in the U.S., 0.75% in the U.K., and below zero in the EU and 
Japan. As discussed in Chapter 12, the Fed and other central banks 
conducted a coordinated easing of monetary policy after widespread turmoil 
occurred in global capital markets during the fourth quarter of 2018. The 
Fed reduced its target for short-term interest rates three times between July 
and October 2019, resulting in a baseline rate of only 1.50—1.75%. The 
ECB cut its baseline rate to an all-time low of —0.5% in September. Thus, 
the four leading central banks have very limited room to cut interest rates in 
response to future financial disruptions, in contrast to the rate reductions of 
45% they implemented during the crisis of 2007—09.°° 

In October 2019, former IMF Chief Economist Olivier Blanchard 
warned, “Monetary policy is almost out of ammunition, but if central banks 
say this too explicitly, the markets may freak out.”!!° Two months later, 
Bank of England Governor Mark Carney acknowledged that “it’s not clear 
that monetary policy would have sufficient space” to deal with a severe 
economic downturn.!!! 

Thus, governments and central banks exhausted the greater part of their 
crisis-fighting ammunition when they rescued universal banks, large 
shadow banks, and their economies from the last financial crisis. Yet the 
three principal leaders of the response to the last crisis—Ben Bernanke, Tim 
Geithner, and Hank Paulson—and other experts maintain that governments 
and central banks must be prepared to use equally aggressive or even more 
dramatic measures to stop future financial disruptions from becoming 
systemic crises. Their proposals would effectively turn governments and 
central banks into guarantors of last resort for universal banks, shadow 
banks, and financial markets in general.''* The Fed’s intervention to 
stabilize the repo market in September 2019 suggests that the Fed is already 
prepared to act in accordance with those proposals. !!* 

Investors and creditors expect that governments and central banks will 
provide comprehensive backstops for universal banks, shadow banks, and 
financial markets to prevent financial disturbances from becoming systemic 
crises. However, it is far from clear whether governments and central banks 


will be able to fulfill such expectations during a future systemic crisis. 
Investors and creditors would almost certainly panic if governments and 
central banks failed to preserve financial stability during a future crisis. The 
magnitude of such a panic would probably surpass the worldwide flight to 
safety that followed Lehman’s unexpected collapse. 


In sum, our existing financial system—with its “global doom loop” linking 
TBTF universal banks and run-prone shadow banks to heavily indebted 
governments and overcommitted central banks—poses an unacceptable risk 
of causing a global financial panic that could trigger a second Great 
Depression.'!* We must adopt a completely different approach to have any 
realistic hope of preventing such a catastrophe. 

A new Glass-Steagall Act would provide the most direct and workable 
strategy for breaking the global doom loop and ending the infernal cycle of 
global debt expansion. A new Glass-Steagall Act would break up universal 
banks and shadow banks, thereby fostering more prudent and competitive 
banks and securities firms, more resilient and stable financial markets, and a 
more diverse and productive economy. It would stop banks from exploiting 
safety net subsidies to finance speculative capital markets activities. It 
would create strong structural buffers that would reduce the risks of 
contagion across financial sectors. It would stop securities firms and other 
nonbanks from continuing to offer run-prone shadow deposits, and it would 
force nonbanks to finance their operations with more stable, longer-term 
sources of funding. It would promote more effective regulatory and market 
discipline by reducing the size, scope, and complexity of large financial 
institutions. It would permit the Fed to fulfill its traditional role as lender of 
last resort for the banking system without being required to provide open- 
ended guarantees for the entire financial system.!!° 

A new Glass-Steagall Act should be combined with a strengthened 
Dodd-Frank regime for regulating and resolving SIFIs. A strengthened 
Dodd-Frank regime should include clearly defined mandates for 
designating nonbank SIFIs in a timely manner, and it should give the Fed 
enhanced regulatory authority over nonbank SIFIs and large bank holding 
companies. Stronger capital and liquidity requirements should be central 
components of the Fed’s enhanced powers for regulating large financial 


institutions. A more effective and credible Orderly Liquidation Authority 
should be established to resolve failures of large bank holding companies 
and nonbank SIFIs. Large financial companies should be required to pay 
risk-based premiums to pre-fund the Orderly Liquidation Fund, so that 
future resolutions of failed SIFIs are paid for by large financial firms 
instead of relying on long-term loans from the Treasury Department and 
taxpayers.!1© 

The foregoing reforms would restore our banking system and our 
financial markets to their proper roles as servants—not masters—of 
businesses and consumers. Those reforms would establish improved 
supervision and stronger market discipline for all types of financial service 
providers. They would stop Wall Street megabanks and large shadow banks 
from continuing to exercise a dangerous and unwarranted influence over 
our political and regulatory systems. They would end the system of crony 
capitalism that severely distorts our financial markets and undermines 
market discipline with blanket guarantees and other TBTF subsidies for 
universal banks and shadow banks. They would return our financial markets 
to their rightful status as true markets. 

Our choice is clear—we must break up universal banks and shadow 
banks or they will continue to dictate our government’s policies and control 
the future direction of our economy and society. In 1914, Louis Brandeis 
warned the American people, “We must break the Money Trust or the 
Money Trust will break us.”!!” Congress acted on his advice in 1933 by 
enacting the Glass-Steagall Act. Brandeis’ warning is just as timely today 
as it was in 1914 and 1933. 
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required Mozilo to disgorge $45 million of gains from his stock sales, but BofA and its 
liability insurers paid that amount on Mozilo’s behalf. The SEC required Mozilo’s 
subordinates, Richard Sambol and Eric Sieracki, to pay $650,000 in civil penalties. Sambol 
agreed to disgorge $5 million of gains from his stock sales, but BofA and its insurers paid that 
sum on Sambol’s behalf. Sambol and Sieracki did not admit or deny the SEC’s charges, but 
they agreed to be temporarily banned from serving as officers or directors of publicly traded 
companies. SEC (2010c); Wilmarth (2013: 1383-85). 

Chicago Tribune (2016); Eisinger (2017: 237-43, 269-80, 287-93); Raymond (2016); 
Wilmarth (2013: 1372-90). 

In January 2020, the Office of the Comptroller of the Currency filed administrative 
enforcement actions seeking almost $60 million of civil penalties from eight former senior 
executives of Wells Fargo. The OCC’s enforcement actions arose out of Wells Fargo’s massive 
and wide-ranging customer abuses, including the opening of millions of unauthorized 
accounts. Former CEO John Stumpf agreed to pay $17.5 million of civil penalties and 
accepted a lifetime ban from the banking industry. It remains to be seen whether the OCC’s 
Wells Fargo enforcement actions will mark the beginning of a new trend in which federal 
agencies are more willing to impose meaningful sanctions on senior executives of megabanks 
for serious wrongdoing at their institutions. Los Angeles Times (2020); Schroeder & Prentice 
(2020). 
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Authers (2013) (quoting Reed); Ivry (2009); see also Wilmarth (2014: 70-71, 102-05, 114— 
20, 134-35; 2017: 513-17, 546). See Chapter 8 for discussion of the role played by 
Citigroup’s creation in repealing the Glass-Steagall Act. 

Booker (2010); Wack (2012) (quoting Weill’s statements on CNBC); see also Wilmarth (2014: 
135-36; 2017: 546). 

Wilmarth (2017: 546-47) (quoting Mitchell); see Chapters 1-6 for analysis of Mitchell’s 
career at National City Bank between 1916 and 1933. 

Feldstein (2013: 116) (quoting Volcker); Mayo (2019) (same). A recent study found evidence 
of significant and detrimental conflicts of interest in German universal banks with retail 
banking and proprietary trading operations. The study determined that German universal 
banks with proprietary trading units sold large amounts of underperforming stocks in their 
portfolios to retail customers between 2005 and 2009. The largest sales of underperforming 
stocks to retail customers occurred after Lehman Brothers collapsed in September 2008, when 
German universal banks were under severe stress. In addition, investment returns for retail 
customers of German universal banks with proprietary trading units were much worse than the 
returns received by retail customers of other large German banks that did not have trading 
units. Fecht, Hackethal, & Karabulut (2018). 

Kelleher & Hall (2019); Leonhardt (2017); Michaels (2015); Welsch (2018). 
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Jackson (2019); see also Kelleher & Hall (2019). 

See Chapters 2—5 and 9-10. 

See Wilmarth (2017: 443-44n5) (describing “bank-eligible” securities that banks were 
allowed to invest in and underwrite under the original Glass-Steagall Act). 

For discussions of private placements of CDOs that occurred under the SEC’s Rule 144A 
during the 2000s and their catastrophic impact on institutional investors, see Chapters 7 and 
9-11. As a result of vigorous lobbying by Wall Street, the SEC issued rules in 2014 that did 
not strengthen the weak and inadequate disclosure standards for private placements of asset- 
backed securities. Levinson (2015a). 

Elisabeth de Fontenay has shown that leveraged syndicated loans are similar to high-yield 
(junk) bonds. However, syndicated loans are not treated as securities, in part because banks 
sell participation interests in syndicated loans only to banks and other institutional investors. 
In addition, lead banks typically retain a portion of the credit risk for the loans they syndicate, 
thereby certifying the creditworthiness of their loans. Risk retention creates positive incentives 
for banks to make sound loans. Those incentives may explain why syndicated leveraged loans 
generally experienced lower default rates and produced higher recovery rates for investors 
during and after the financial crisis, compared with high-yield bonds. See de Fontenay (2014: 
728-39, 738-57, 760-62). A new Glass-Steagall Act should require banks to retain a 
significant portion of the credit risk from their syndicated loans and should not allow banks to 
sell loans or loan participations to persons other than qualified institutional investors. Strong 
risk retention requirements and investor restrictions would help to maintain the existing legal 
distinction between syndicated lending and securities underwriting. 

See Chapter 7 for discussion of problems caused by risky domestic and foreign syndicated 
loans that banks arranged during the 1970s and 1980s. 

Section 941(b) of the Dodd-Frank Act required federal regulators to issue rules that would 
require sponsors (underwriters) of ABS to retain at least 5% of the credit risk of the loans 
underlying those securities. Sweet & Hall (2017). However, federal agencies did not 
implement Section 941(b) in accordance with congressional intent. Regulators adopted weak 
rules that exempted many sponsors of securitizations from any type of meaningful risk 
retention, thereby weakening the sponsors’ incentives to securitize only sound loans. Ahmed, 
Bakewell, & Marsh (2017); Norris (2014); Pozen (2018). 

A new Glass-Steagall Act should prohibit joint control of banks and securities firms and 
should also prevent banks and securities firms from sharing directors or officers. See Chapter 
6 (discussing Sections 20 and 32 of the original Glass-Steagall Act, which prohibited such 
links between banks and securities firms); Fink (2019: 114) (same). 

See Chapter 7 for discussion of the BHC Act’s prohibition on insurance underwriting by banks 
and their affiliates. That prohibition (like the ban on securities underwriting and trading) was 
repealed by the Gramm-Leach-Bliley Act in 1999, as described in Chapter 8. 

See DeYoung & Torna (2013) (finding that insurance agency sales and securities brokerage 
activities improved the profitability and stability of bank holding companies by providing 
diversified sources of fee-based revenues without creating market risks or significant liability 
risks). 

Wilmarth (2011a: 1035-37); Wilmarth (2015a: 344-45) (explaining that in 1999 Congress 
prohibited the Fed from approving any new “closely related” activities beyond those 
previously authorized under Section 4(c)(8) of the BHC Act, 12 U.S.C. §1843(c)(8)). 

FASB’s hedge accounting standards would allow a bank to enter into derivatives that establish 
bona fide hedges against the bank’s specific exposures to risks from its traditional activities, 
such as potential changes in interest rates or currency exchange rates. Wilmarth (2015a: 344, 
350-51); see also Fletcher (2014: 859). See Chapter 7 for discussion of how banks used 
derivatives to create “synthetic” securities and insurance products. 
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See Chapter 7 for discussion of the positive impact of the Glass-Steagall and BHC Acts after 
World War II. 

Wilmarth (2011a: 957-60, 978-83; 2017: 453-55, 543-45); see also Duffie (2019) and 
Chapters 10 and 11. 

Allen (2013). 

Demirgii¢c-Kunt & Huizinga (2010); DeYoung & Rice (2004); DeYoung & Torna (2013); 
Stiroh (2006a, 2006b); Stiroh & Rumble (2006). 

Beltratti & Stultz (2012). 

See Chapters 5 and 6. 

Brunnermeier, Dong, & Palia (2019); DeYoung & Torna (2013); Haldane (2010: 8, 11-13, 
19); Moore & Zhou (2014). 

Masciantonio & Tiseno (2013); Molyneux, Schaeck, & Zhou (2014); Wilmarth (2011a: 957— 
86); see also Chapters 9-12. 

Broughton (2018); Ensign (2018); Ensign & Hoffman (2017); Wilmarth (2015a: 348, 357-58, 
369). 

See Chapter 12 for discussion of universal banks’ successful efforts to repeal the Lincoln 
Amendment and undermine the Volcker Rule, as well as JPMC’s London Whale debacle. See 
also Wilmarth (2013: 1430-37) (describing JPMC’s use of “excess deposits” to finance its 
London Whale bets on synthetic derivatives). 

Sitaraman (2018). 

For discussions of the need to strengthen FSOC’s authority to designate nonbank SIFIs and the 
Fed’s powers to supervise those institutions, see Kress, McCoy, & Schwarcz (2018); Schwarcz 
& Zaring (2017). 

Crawford (2017); Ricks (2016); see Chapters 7 and 8 for discussion of regulatory failures to 
enforce Section 21 of the Glass-Steagall Act (12 U.S.C. §378) after 1970. 

Wilmarth (2017: 456-64); see also Chapters 7 and 11. 

Duffie (2019: 88-93, 99-100); Gelpern & Gerding (2016: 387-88, 399-405); Gorton (2016, 
2018); Pozsar et al. (2010: 2, 58-64, 70); Ricks (2016: 96-101); Wilmarth (2017: 463-64); 
OFR (2018: 31897—98); see also Chapters 7, 9, and 11. 

Ricks (2016: 37-38); see also Crawford (2017: 7-8). 

Ricks (2016: 5-6, 42-46, 225-26, 301n7); see also Ricks (2018: 763-67, 771-72, 809-16). 
Ricks’ argument that short-term financial instruments should be treated as “money claims” 
finds substantial support in a study by Greenwood, Hanson, & Stein (2015). They determined 
that yields paid on short-term U.S. Treasury bills were much lower than yields paid on longer- 
term U.S. Treasury bonds. Short-term Treasury bills included a “money premium”—a large 
reduction in yield—because they offered immediate or near-term liquidity to investors. The 
money premium was greatest for Treasury bills with maturities of less than thirty days, but it 
remained significant for maturities up to ninety days. Greenwood, Hanson, & Stein (2015: 
1683-94); see also Ricks (2016: 42-46). 

Cecchetti & Schoenholtz (2018); FSOC (2017: 87-90). 

OFR (2018: 31900). The OFR issued a rule in 2019, which mandates the collection of data for 
centrally cleared bilateral repos, but it does not require any similar collection of data for 
uncleared bilateral repos. Uncleared bilateral repos are securities repurchase agreements that 
are individually negotiated between two parties and are not cleared through any central 
counterparty. OFR (2018, 2019). 

Crawford (2017: 5-8); Ricks (2016: 94-142); see also Gorton (2016, 2018). 

See Ricks (2018: 772-801, 806-16). 

Kronick & Wu (2019) (studying the impact of shadow deposits on Canadian monetary policy); 
Xiao (2018) (reviewing the effects of shadow deposits on U.S. monetary policy). 
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Barr, Jackson, & Tahyar (2018: 250-53) (explaining that the deposit insurance assessment 
base for each bank is equal to its “average total consolidated assets, minus average tangible 
equity, which essentially ties the assessment base to total liabilities”). 

See Chapter 11 (discussing the bailout of MMMFs in Oct. 2008). 

Paul Kupiec estimated in 2017 that JPMC, BofA, and Citigroup would be required to divest 
20-30% of their assets to comply with a new Glass-Steagall Act. In contrast, three large 
regional banks—Capital One, PNC, and U.S. Bancorp—would need to spin off less than 6% 
of their assets. However, Kupiec concluded that a new Glass-Steagall Act would not have a 
significant impact on the TBTF status of the largest U.S. banks. Kupiec (2017). 

After the original Glass-Steagall Act was enacted in 1933, Morgan Stanley separated from J. 
P. Morgan & Co., and First Boston was created by officers of the former securities affiliates of 
First National Bank of Boston and Chase National Bank. See Chernow (1990: 384-91); Peach 
(1941: 164-66); and Chapter 6. 

Wilmarth (2015a: 288-303); see also Mitchell (2015). 

Bord, Ivashina, & Taliaferro (2017); Chen, Hanson, & Stein (2017) (including table 1); 
Wilmarth (2015a: 277-80, 291-98). 

FDIC (2015: 16-17); FDIC (2016: 16-17); FDIC (2017b: 16-17); FDIC (2018: 17); Wilmarth 
(2015a: 293) (providing data for 2014); see also Wilmarth (1995: 34-41) (describing the 
inferior record of large U.S. banks in providing credit to small businesses during the regional 
banking crises of the 1980s and early 1990s). 

Bord, Ivashina, & Taliaferro (2017); Chen, Hanson, & Stein (2017); McCarthy (2019); Simon 
(2015); Wilmarth (2015a: 292-97). 

Clark, Kabaker, & Sachs (2018: 6-8, 12-14) (quote at 7); Wilmarth (2015a: 256-81); see also 
Chapter 11. 

Lettieri (2016: 17); Mitchell (2015); Witkowski (2018); see also Burns (2019) (reporting that 
federal regulators required organizers to invest at least $20-$25 million of capital in a newly 
chartered bank after the financial crisis, compared with a required capital investment of less 
than $10 million before 2009). 

Wilmarth (2002: 250-57, 300—08, 312-15; 2015a: 256-81) (including the trend data described 
in 2015a: 256); see also Kress (2019b: 3-6, 17-27, 39-40) (describing the very lax federal 
antitrust policies for bank mergers after the early 1980s). 

Lettieri (2016); McCarthy (2019); Wilmarth (2015a: 256-57, 288-300). 

Fed SBCS (2019: 17-21, 25); Shubber (2017); Simon (2015); U.S. Treasury (2016); Wilmarth 
(2015a: 288-303) (describing the strong preference among small businesses for community- 
based financial institutions as their primary source of credit in the U.S., Canada, and U.K.). 
Ensign & Jones (2017); Hendrickson, Muro, & Galston (2018: 12-13, 22-23); Mitchell 
(2015); Simon & Jones (2017) (quoting Tommy Davis); Wilmarth (2015a: 288-300). 

Lettieri (2016); McCarthy (2019); Mitchell (2015); Wilmarth (2015a: 298-303). 

Burghof, Schmidt, & Gehrung (2019) (quote at 18). 

See Chapter 8, note 79 and accompanying text (describing how very lenient federal antitrust 
review standards encouraged a massive consolidation of the U.S. banking industry after the 
early 1980s). 

Baxter (2011: 794-801, 827-31); Brewer & Jagtiani (2013); Carow, Kane, & Narayanan 
(2006); Kane (2000); Kress (2019b: 27-29); Molyneux, Schaeck, & Zhou (2014); Wilmarth 
(2002: 250-57, 293-309; 2015a: 298-303). 

Laeven, Ratnovski, & Tong (2016); Kress (2019b: 29-30); Lorenc & Zhang (2018); 
Masciantonio & Tiseno (2013); Moore & Zhou (2014); Wilmarth (2015a: 256-75). 

Baxter (2011: 870—74); Kress (2019b). Federal statutes require regulators to deny bank 
mergers and acquisitions that have significant adverse effects on competition, and to 
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determine whether those transactions would create “greater or more concentrated risks” to 
U.S. financial stability. 12 U.S.C. §§ 1828(c)(5), 1842(c)(1) and (7) (quote). 

Center for Responsive Politics (2019); Igan & Lambert (2018: 4, 4n4); see Chapters 7-9 and 
12 for discussion of the financial industry’s immense political clout. 

Johnson & Kwak (2010: 92-100, 185-88); Wilmarth (2013: 1406-17). 

Armstrong (2018); da Costa (2015); Dayen (2017); Fang (2015); Haggerty (2019); Levitt 
(2019); Ramonas (2017); Stein (2018); see also Tadena (2012) (reporting that Gramm was a 
vice chairman of UBS from 2003 to 2012). 

Clozel (2018a); Finkle (2018a); Johnson & Kwak (2010: 90-92, 97-100, 120-21, 133-37); 
Mukunda (2014); Wilmarth (2013: 1359-69); see also the discussions of how large financial 
conglomerates used their political and regulatory influence to advance their interests in 
Chapters 8, 9, and 12. 

Wilmarth (2013: 1366) (noting that the lobbyists hired by the financial industry included 
former Speaker of the House Dennis Hastert [R-IL]; former Senate majority leaders Bob Dole 
[R-KS] and Trent Lott [R-MS], and former House majority leaders Dick Armey [R-TX] and 
Dick Gephardt [D-MO)). 

Igan & Lambert (2018: 13-15); Wilmarth (2013: 1359-69); see also Chapters 8, 9, and 12. 
Igan & Lambert (2018: 16-22) (reviewing studies); Wilmarth (2013: 1364-67, 1401-04) 
(same). 

Hacker & Pierson (2010: 170-252, 273-77); Johnson & Kwak (2010: 89-113, 133-37, 185— 
92); Mukunda (2014); Stein (2018); Wilmarth (2013: 1359-69, 1406-17); see also Shive & 
Forster (2017: 1446-47) (showing that financial institutions significantly increased their hiring 
of former regulators between 2001 and 2015). The entire commercial banking industry 
employed fewer than 40 lobbyists in 1969. In contrast, the six largest banks employed more 
than 240 former government officials as lobbyists in 2009-10. Douglas (2019: 291-92); 
Wilmarth (2013: 1366). 

See Chapter 12 for discussion of the dominant roles played in global financial markets by the 
Big Thirteen universal banks (JPMC, BofA, Citigroup, Wells Fargo, Goldman Sachs, Morgan 
Stanley, Barclays, BNP Paribas, Credit Suisse, Deutsche Bank, HSBC, Société Générale, and 
UBS) in global financial markets. In Apr. 2019, representatives of the Big Thirteen occupied 
more than a third of the board seats—including both chairs—at two leading international 
financial trade associations: the Institute of International Finance and the Global Financial 
Markets Association. See https://www.iif.com/About-Us/Our-Board and 
http://www.gfma.org/About/Board (both visited on Apr. 30, 2019). In addition, representatives 
of the Big Thirteen occupied a majority of the board seats—including a vice chair—at the 
Association for Financial Markets in Europe, a trade association representing “leading global 
and European banks and other significant capital market players” in Europe’s wholesale 
financial markets. See https://www.afme.eu/en/about-us (visited on Apr. 30, 2019). 

Sitaraman (2017: 288-89); Sitaraman (2018); see also Chapter 8. 

Federalist No. 51 (James Madison). 

Brandeis (1933 [1914]: 1-36, 91-152); Fink (2019: xiv, 28-31, 90-118, 169-74) (quotes at 
xiv, 173-74); Johnson & Kwak (2010: 22-37); Rosen (2016: 62-80). 

For example, Congress included a provision denying Chevron deference in the Dodd-Frank 
Act. That provision stipulates that the Office of the Comptroller of the Currency will not 
receive Chevron deference when it issues regulations or orders that seek to preempt state 
consumer financial laws. See Wilmarth (2011b: 932-34) (discussing 12 U.S.C. §25b(b)(5) 
(A). 

Baxter (2011: 786n81) (quoting Jamie Dimon); Guynn (2014): Kress (2019a: 204-12); Newell 
(2017). 
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For discussions of the inconclusive results of studies of economies of scale and scope at 
banks, see Baxter (2011: 787-811); Chernobai, Ozdagli, & Wang (2016: 3-7); Davies & 
Tracey (2014: 220-21, 225-26); Haldane (2010: 11-12); Hughes & Mester (2018); Kress 
(2019a: 204—05, 207-09). 

Davies & Tracey (2014). 

DeYoung & Rice (2004); Goetz, Laeven, & Levine (2013); Laeven & Levine (2007); Minton, 
Stulz, & Taboada (2017); Stiroh (2006a, 2006b); Stiroh & Rumble (2006). 

Brunnermeier, Dong, & Palia (2019); DeYoung & Torna (2013); Haldane (2010: 8, 11-13, 
19); Masciantonio & Tiseno (2013); Moore & Zhou (2014). 

See Chapters 5 and 6 for discussion of the very poor performance of universal banks in the 
U.S. and Europe during the Great Depression, and Chapters 10 and 11 for analysis of the 
woeful performance of universal banks on both sides of the Atlantic during 2007-09. 

Haldane (2010: 8, 12-13); Masciantonio & Tiseno (2013); Molyneux, Schaeck, & Zhou 
(2014); Wilmarth (2011a: 957-60, 977-86). 

See Chapter 11 for discussion of failures and bailouts of universal banks and large securities 
firms during the financial crisis. 

Arnold (2017: “Total shareholder returns at top-tier banks” graph) (showing that JPMC 
produced an 8% average annual return for shareholders between 2007 and 2016, while HSBC 
and Goldman Sachs produced average annual returns of less than 5%, BNP Paribas broke 
even, and Morgan Stanley, BofA, Barclays, UBS, Deutsche Bank, Credit Suisse, and 
Citigroup recorded negative average annual returns). 

Berger et al. (2018: 8-10, 35 [figure 2]); Better Markets (2019); Curti & Mihov (2018: 9-11); 
Van Hoof (2019); see also Chapter 12 for discussion of legal violations and other operational 
failures at universal banks. 

Morris (2018); see also Baxter (2011: 796-98, 847-51, 876-77 [charts 2, 3]) (analyzing the 
very poor performance of large universal banks between 2007 and 2010). Book values reflect 
the historical costs of a bank’s assets and liabilities on its balance sheet, rather than the current 
market values of those assets and liabilities. 

Baxter (2011: 816-17) (quoting Jamie Dimon); Borak (2012) (quoting Tony Fratto and Mark 
Calabria). 

Wilmarth (2011a: 1050-52). 

Kutler (1998); Sesit (1996); Wilmarth (2002: 440-43). 

Baxter (2011: 817, 817n191); Gapper (2019); Jenkins & Noonan (2017); Kutler (1998); Sesit 
(1996); Wilmarth (2002: 322-23, 440-43). 

Arons (2019); Arnold (2018); Crow & Morris (2019); Gapper (2019); Morris (2018) (quoting 
Hillebrand); Morris & Crow (2019); see also Chapter 12 for discussion of the superiority of 
U.S. universal banks over their European rivals since 2010. 

Morris & Storbeck (2019); Storbeck, Morris, & Noonan (2019). 

Lewis (2019); Lewis, Morris, & Martin (2019). 

Baxter (2011: 812-13) (quoting Jamie Dimon); Borak (2012) (quoting Fratto and Calabria); 
Wilmarth (2014: 136—37n521) (quoting Rob Nichols)). 

de Fontenay (2014); Lipin (1995); Sesit (1996); Wilmarth (2002: 326-30, 378-88). 

Cumming et al. (2019). 

Sesit (1996); Wilmarth (1992: 1060-63; 2002: 440-43). 

Rothkopf (2012: 266) (quoting Rubin). 

Wilmarth (2015b: 64) (quoting Flint’s testimony before a subcommittee of the House of Lords 
on Oct. 21, 2014); see Chapter 12 for discussion of Flint’s testimony. 

Wilmarth (2014: 116-17; 2015b: 81-82); see Chapters 10 and 11 for discussion of Citigroup’s 
near failure and repeated bailouts during the financial crisis of 2007-09. 

Peters (2019); Public Citizen (2018). 
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Jenkins (2019b); Noonan & Blood (2017). 

Johnson & Kwak (2010); Roe (2014); Wilmarth (2013, 2014). 

Jenkins & Noonan (2017) (quoting an unnamed “top investment banker” hired by Deutsche in 
the 1990s). 

See Chapter 12 for analysis of serious shortcomings in Dodd-Frank’s design and 
implementation. 

Johnson & Kwak (2010: 205-08) (quote at 207); see also Wilmarth (2011a: 986-1034, 1052— 
56); Wilmarth (2017: 544-48). 

See Chapter 12. In view of the ongoing and highly successful campaign by universal banks to 
undermine Dodd-Frank, I no longer advocate my previous proposals for more limited 
structural reforms. In earlier works, I proposed an “internal Glass-Steagall” approach, which I 
believed would be more politically feasible than an “external Glass-Steagall” regime like the 
original 1933 act. My internal Glass-Steagall approach would have allowed financial holding 
companies to remain in existence but would have required their subsidiary banks to operate as 
“narrow banks,” with strong “firewalls” separating those banks from their nonbank affiliates. 
Under that approach, narrow banks could not have made any loans or other transfers of funds 
to their nonbank affiliates except for the payment of lawful dividends to their parent holding 
companies. I hoped that strong firewalls and tight restrictions on transfers of funds would 
prevent narrow banks from transferring their safety net subsidies to their holding company 
affiliates. However, after observing Dodd-Frank’s shortcomings as well as the weak 
implementation of the U.K.’s ring-fencing regime for large U.K. banks, I no longer have 
confidence in the internal Glass-Steagall approach. U.K. authorities adopted lenient rules that 
allow ring-fenced banks to provide loans to their capital markets affiliates and to engage in 
other transactions with those affiliates, subject to restrictions similar to Sections 23A and 23B 
of the Federal Reserve Act for U.S. financial holding companies. As discussed in Chapters 8 
and 11, Sections 23A and 23B create very porous firewalls. In addition, the Fed granted 
numerous waivers of Section 23A that allowed subsidiary banks of financial holding 
companies to make very large transfers of funds to their capital markets affiliates during the 
financial crisis. I have therefore concluded that only a strict external Glass-Steagall approach, 
comparable to the original 1933 act, will be successful in establishing a clear separation 
between the banking system and the capital markets. See Britton et al. (2016) (describing the 
implementation of the U.K.’s ring-fencing legislation for large U.K. banks); see also Wilmarth 
(2011a: 1034-57; 2015a: 342-70; 2017: 443-49, 546-48) (describing my previous internal 
Glass-Steagall proposal and contrasting that proposal with a stronger external Glass-Steagall 
approach comparable to the original 1933 act). 

Boston (2019c); Federal Reserve Board (2019: 17-28); Hamilton & Torres (2019); Rodriguez 
Valladares (2019a, 2019c); Rushe (2019); Torres & Lee (2019); see also Chapter 12 for 
discussion of the relentless growth in U.S. and global debt levels since 2000. 

Allen (2019); Boston (2019c); Federal Reserve Board (2019a: 22-28); Rodriguez Valladares 
(2019a, 2019c); van Riet (2018); see also Chapter 12 for discussion of the rapid growth of 
sovereign debts since 2007. 

Ardagna (2019); Briangon (2019); Curran & Miller (2019); Reinhart, Reinhart, & Rogoff 
(2015); van Riet (2018). 

Arnold (2019); Curran & Miller (2019); Jones (2019); Rogoff (2017: 48-54); Summers & 
Stansbury (2019); see Chapters 11 and 12 for discussion of the QE policies adopted by the 
four leading central banks after the financial crisis. 

Arnold (2019); Briancon (2019); Curran & Miller (2019); Greeley & Smith (2019b); Jones 
(2019); Rogoff (2017: 48-54); N. Smith (2019); see Chapter 12 for discussion of the policy U- 
turn that central banks made in 2019 after their attempts at quantitative tightening in 2018 
triggered a sharp selloff in global financial markets. 


110. 
Wiel 
112. 
its, 
114. 


115. 


116. 


it7, 


Arnold (2019) (quoting Blanchard). 
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See Chapter 12 for discussion of “guarantor of last resort” proposals and their implications. 
See Chapter 12 for discussion of the Fed’s intervention in the repo market between Sept. and 
Dec. 2019. 

See Chapter 12 for analysis of the “global doom loop” linking universal banks and shadow 
banks to heavily burdened sovereigns and overstretched central banks. 

See Nersisyan (2015). A new Glass-Steagall Act and a restored BHC Act should also prohibit 
banks from engaging in commercial activities, and should prevent commercial and industrial 
firms from owning or controlling banks. Establishing a strict separation between banking and 
commerce is essential to (i) maintain the independence and objectivity of banks as lenders and 
investment advisers, (ii) prevent the spread of the deposit insurance subsidy and other federal 
safety net subsidies outside the banking system, and (iii) avoid the systemic risks and TBTF 
problems that would be created by combinations between banks and commercial or industrial 
firms. See Federal Reserve Board (2016: 28-35); Wilmarth (2007, 2008). 

Wilmarth (2015a: 358-63); see Chapter 12 for discussion of the OLA and OLF and the 
shortcomings in the federal agencies’ current strategies for resolving failures of SIFIs. 
Brandeis (1933 [1914]: 137). 
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